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CPAs protest against proposed 


Regulations on accounting methods 


— AD AND VIGOROUS Opposition 
to the Treasury’s proposed Regula- 
tions covering accounting methods is be- 
ing voiced by accountants. They claim 
that the IRS is trying to dictate account- 
ing methods used by taxpayers for their 
own internal purposes, that proposals 
go way beyond authority granted IRS in 
the law. 

As might be expected, the federal tax 
committee of the American Institute of 


Accountants has given the proposed 


Regulations the most searching atten- 
tion. Being, as they are, in the front rank 
of interested parties, and respected ad- 
visors of the Treasury of long standing, 
the AIA’s 


tions must be paid careful heed by tax 


criticisms and recommenda- 
men who have to work under the Regu- 


lations as finally issued. 


What AIA says about Regs. 


“The proposed Regulations are too re- 
strictive for a subject as broad in scope 
as accounting methods. The application 
of the same specific rules to individual 
items as to general methods of account- 
ing has created the impression that, be- 
fore a taxpayer may make any change in 
the methods of accounting used in keep- 
ing his books, he must first secure the 
That 
would be impractical and impossible. 


consent of the Commissioner. 


“The proposed Regulations fail to 
recognize that there are many existing 
divergences between tax accounting and 
generally accepted accounting princi- 
ples. Differences between accounting for 
income tax purposes and for book pur- 
poses will continue to exist so long as 
business endeavors to improve the stand- 
ards of accounting, record-keeping and 
reporting, to improve efficiency of cost 
and take 
advantage of evolutionary changes in 


management control, and to 
accounting methods. Although sections 


452 and 462 (now repealed) were de- 


signed to bring the tax rules into closer 
conformity with generally accepted ac- 
counting principles, the determination 
of income for accounting purposes would 
not have been, is not now, and may 
never be, synonymous with the deter- 
mination of taxable income. The Regu- 
lations should squarely and clearly deal 
with this basic fact. 

“The statute does not support the con- 
cept of an accounting method as set 
forth in the proposed Regulations. The 
Committee Reports (Sen. Report No. 
1622, p. 300), in discussing changes in 
accounting methods, that an 
accounting method is the over-all meth- 


indicate 


od of accounting such as accrual or cash 
receipts and disbursements. While [treat- 
ment of a] material item such as inven- 
tory valuation may also be an account- 
ing method, it seems clear that the “ac- 
counting treatment of any item” is not. 

“To our mind the defects in the Regu- 
lations are sufficiently serious that we 
suggest a second notice of proposed rule- 
making be published before final Regu- 
lations are issued.” 

Because of the great importance of 
these Regulations and criticism of them 
from such a responsible source, we pre- 
sent here both the criticisms and the sub- 
stance of the sections to which they re- 
late. 


Definition of methods of accounting 
Rec. 1.446—(a) General rule. (1) Sec- 
tion 446 (a) provides that taxable in- 
come shall be computed under the meth- 
od of accounting on the basis of which 
a taxpayer regularly computes his in- 
come in keeping his books. The term 
“method of accounting” includes the ac- 
counting treatment of any item as well 
as the over-all method of accounting of 
the taxpayer. Examples of such over-all 
methods are the cash receipts and dis- 
bursements method, an accrual method, 


combinations of such methods, and com- 


binations of the foregoing with various 
methods provided for the accounting 
treatment of special items. These meth- 
ods of accounting for special items in- 
clude the accounting treatment pre- 
scribed for research and experimental 
expenditures, soil and water conserva- 
tion expenditures, depreciation, net 
operating losses, etc. Except for devia- 
tions permitted or required by such 
special accounting treatment, the meth- 
od of accounting used by the taxpayer 
in computing taxable income must be 
the same as the method used by him in 
keeping his books. Unless specifically 
authorized by other applicable _ pro- 
visions of the internal revenue laws o1 
Regulations, a taxpayer may not change 
his method of accounting, including his 
treatment of any material item, unless 
he secures the consent of the Commis- 
S1ONCT ... 5 

AIA—The phrase “accounting treat- 
ment of any item” is too narrow and 
should not be used in a statement of a 
general rule for methods of accounting. 
The word “treatment” is more descrip- 
tive of the process of bookkeeping rathe1 
than accounting. “Item” is similarly too 
narrow a term and may create confusion 
with the use of the word in other sec- 
tions. It is suggested that a preferable 
definition would be: “The term ‘method 
of accounting’ includes the method used 
in accounting for general categories of 
income, expense, costs, assets, and liabili- 
ties as well as the over-all method of 
accounting.” 

The fifth this section is 


unnecessary and should be eliminated; 


sentence of 


it does not seem to be in conformity 
with the statute which states that taxable 
income must be computed under the 
method of accounting regularly used by 
the taxpayer as the basis of his book ac- 
counting. It is not required that the 
method used in computing taxable in- 
come be the same in all respects as that 
used in keeping the books. Restrictions 
imposed by other governmental agencies, 
e.g., the Interstate Commerce Commis- 
sion, the Securities and Exchange Com- 
mission, would create many differences. 
Ihe legislative record supporting Sec- 
tions 452 and 462 of the Internal Rev- 
enue Code of 1954 and the repeal of 
those sections contains evidence of many 
divergences between accounting for tax 
purposes and accounting for financial 
purposes. For example, a taxpayer who 
has a reserve for product warranty costs 
would have differences between taxable 
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income and income determined for 
financial accounting. In the alternative, 
it is suggested that the Regulations pro- 
vide: “The method of accounting used 
in computing taxable income should be 
based upon the method used by the tax- 
payer in keeping his records as adjusted 
to reflect taxable income.” 

Consistent with the above, the phrase 
in the last sentence “including his treat- 
ment of any material item” should be 
deleted and there should be substituted 
in its place “nor may he change his ac- 
counting for income tax purposes in 
any material respect.” 

he Regulations should provide that 
if a taxpayer uses a method of account- 
ing in computing taxable income which 
differs in any material respect from the 
method of accounting used in keeping 
his books, auxiliary records shall be 
maintained to assist the Government in 


its verification of the taxpayer’s income 


yer the return. Similar requirements are 
set forth in the Regulations for depre- 


ciation. 


Uniform methods of accounting 


REGULATIONS—It is recognized that 
no uniform method of accounting can 


b 


prescribed for all taxpayers. Each 
taxpayer shall adopt such forms and sys- 
tems as are, in his judgment, best suited 
to his needs. However, no method of 
accounting is acceptable unless, in the 
opinion of the Commissioner, it clearly 
reflects income. A method of accounting 
which reflects the consistent application 
of generally accepted accounting princi- 
ples in a particular trade or business in 
accordance with accepted conditions or 
practices in that trade or business will 
ordinarily be regarded as clearly reflect- 
ing income, provided all items of gross 
income and expense are treated consis- 
tently from year to year. For example, a 
taxpayer who has used the cash receipts 
and disbursements method for deducting 
such expenses as telephone and electric 
charges and for reporting items of in- 
come such as interest and rents must 
continue to treat such items on the cash 
method each year, even though he uses 
an accrual method in accounting for 
gross income from sales. However, in any 
case in which it is necessary to use an 
inventory, only an accrual method of 
accounting for purchases and sales will 
clearly reflect income. 

AIA—In_ the 
“all items of gross income and 


fourth sentence, the 
phrase 
expense are treated consistently” should 


be deleted and in its place should be 


substituted “the determination of gross 
income and expense is made consistently 
in all material respects.” 

The examples of expenses used in 
illustrating the principle of consistency 
are of expenses which are usually not 
material. It should be made clear that a 
taxpayer should not be required to con- 
tinue his treatment where the amount 
is not material. Preferable examples of 
expenses that might be material would 
be office salaries and advertising. 


Capitalization of expenditures 


ReGuLaTions—All the 
made during the year shall be properly 


expenditures 


classified as between capital and ex- 
penses. For example, expenditures for 
items of plant, equipment, etc., which 
have a useful life extending substan- 
tially beyond the taxable year, shall be 
charged to a capital account and not to 
an expense account. 

AITA—Accounting rules of certain in- 
dustries are in conflict with this section 
and do not always require capitalization 
of expenditures which do not result in 
a change in life or usefulness. It is sug- 
gested that this paragraph would not be 
subject to misinterpretation if the 
phrase “additions to” were substituted 
for the word “items.” 


Expenditures to restore an asset 


REGULATIONS—Whenever in any case in 
which there is allowable with respect to 
an asset a deduction for depreciation, 
amortization, or depletion, any expendi- 
tures (other than ordinary repairs) made 
to restore the asset or prolong its useful 
life shall be added to the asset account 
or charged against the appropriate re- 
serve. 

AIA—It should not be required that 
which 


expenditures restore an asset 


should be capitalized. For example, 
painting will restore an asset. Only those 
expenditures which materially increase 
the value of the asset or appreciably 
prolong its useful life should be added 
to the asset account or charged against 
the appropriate reserve. 


Permissible methods 


REGULATION—Combinations of the 
foregoing methods. (i) In accordance 
with the following rules, any combina- 
tion of the foregoing methods of ac- 
counting will be permitted in connec- 
tion with a trade or business if such com- 
bination clearly reflects income and _ is 
consistently used. In using a combina- 
methods of 


tion of accounting, the 
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special accounting treatment of certain 
items of income and expense must com- 
ply with the requirements relating to 
such items of income and expense. A 
taxpayer using an accrual method of ac- 
counting with respect to purchases and 
sales may use the cash method in com- 
puting all other items of income and ex- 
pens’. However, a taxpayer who uses the 
cash method of accounting in computing 
gross income from his trade or business 
shall use the cash method in computing 
expenses of such trade or business. Simi- 
larly, a taxpayer who uses an accrual 
method of accounting in computing 
business expenses shall use an accrual 
method in computing items affecting 
gross income from his trade or business. 

(ii) A taxpayer using one method of 
accounting in computing items of in- 
come and deductions of his trade or 
business may compute other items of 
income and deductions not connected 
with his trade or business under a differ- 
ent method of accounting. 

In any case in which it is necessary to 
use an inventory, no method of account- 
ing with regard to purchases and sales 
will clearly reflect income except an ac- 
crual method with respect to purchases 
and sales. No method of accounting will 
be regarded as clearly reflecting income 
unless all items of gross profit and de- 
ductions are treated with reasonable con- 
sistency from year to year. The Commis- 
sioner may authorize a taxpayer to adopt 
or change to a method of accounting 
permitted by this chapter although the 
method is not specifically described in 
the Income Tax Regulations if, in the 
opinion of the Commissioner, income is 
clearly reflected by the use of such 
method of accounting for any taxable 
year, unless the return for such taxable 
year was filed in accordance with such 
method of accounting or unless a timely 
application to adopt or change to such 
method was filed under paragraph (e) 
of this section. Further, the Commis- 
sioner may authorize a taxpayer to con- 
tinue the use of a method of accounting 
consistently used by the taxpayer, even 
though not specifically authorized by the 
Income Tax Regulations, if, in the 
opinion of the Commissioner, income is 
clearly reflected by the use of such 
method. See section 446(a) and _para- 
graph (a) of this section which require 
that taxable income be computed in ac- 
cordance with the method of accounting 
regularly used by the taxpayer in keep- 
ing his books, and Section 446(e) and 
paragraph (e) of this section which re- 
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quire the prior approval of the Commis- 
sioner in the case of changes in ac- 
counting method. 

AIA—The wording of the second sen- 
tence should be changed to make it clear 
that 


hybrid method, the special treatment 


what is meant is, even under a 
provided for research and experimental 
expenditures, soil- and water-conserva- 
tion depreciation, net operating losses, 
etc., must still be followed. 

The last three sentences may permit 
accounting that is inconsistent with the 
opening sentence of this section. They 
should be eliminated because they are 
not necessary in view of the clear state- 
ment in the first sentence. 

The requirement of “reasonable con- 
sistency” appears in no other portion of 


The 
able” should be deleted and the second 


these Regulations. word ‘“reason- 
sentence after subparagraph (ii) should 


be changed to refer to “material ele- 
ments of gross profit and deductions.” 

For purposes of clarity, the discussion 
of adoption of a method and change of 
a method should be separated. 

\ taxpayer should not be required to 
obtain permission to adopt a method of 
accounting as distinguished from a 
change of method. 

The reference to the filing of a return 
in order to change the method of ac- 
counting appears to be contrary to Sec- 
tion ].446-1(e)(2) which provides that the 
taxpayer may not compute taxable in- 
different method unless 


come under a 


consent is first obtained. In addition, 
Section 1.446-1(e)(3) provides that such 
only be obtained by the 


consent can 


timely filing of an application. 


Two or more businesses 


REGULATIONS—Where a taxpayer has 


two or more separate and distinct 
trades or businesses, materially different 
in character, a different method of ac- 
counting may be used for each trade or 
business, provided the method used for 
each trade or business clearly reflects the 
income of that particular trade or busi- 
ness. For example, a taxpayer may ac- 
count for the operations of a personal- 
service business on the cash receipts and 
disbursements method, and of a manu- 
facturing business on an accrual meth- 
od, provided such businesses are separ- 
the methods used 
The 


method first used in accounting for busi- 


ate and distinct and 


for each clearly reflect income. 
ness income and deductions in connec- 
tion with each trade or business, as evi- 


denced in taxpayer’s income tax return 
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in which such income or deductions are 
first reported, must be consistently fol- 
lowed thereafter. 

AIA—There does not appear to be any 
valid reason for the requirement that the 
two or more businesses be materially dif- 
ferent in character in order to be per- 
mitted to use different methods of ac- 


counting. 


Separate and distinct businesses 


REGULATIONS—Notwithstanding the 
fact that a particular trade or business 
may be regarded by the taxpayer as 
clearly separate and distinct from an- 
other trade or business of that taxpayer, 
no such trade or business will be con- 
sidered separate if: 

(i) No valid business reason exists to 
justify the separate treatment of such 
trade or business, or if 

(ii) A complete and separable set of 
books and records are not kept for such 
trade or business. 

In any case, the shifting of profits or 
losses between related’ trades or busi- 
nesses (for example through inventory 
sales, 


adjustments, purchases, or ex- 


penses) will be considered adequate 

cause for refusing to recognize the trades 

or businesses as separate and distinct. 
AITA—It that 


failure to qualify as a separate trade or 


should be made clear 
business for purposes of these Regula- 
tions will not affect consideration of the 
question of a separate trade or business 
under other sections of the Internal 
Revenue Code. There is no statutory au- 
thority for the requirement of a_busi- 


ness reason. 


Change of accounting methods 


REGULATIONS—A_ taxpayer filing his 
first return may adopt any permissible 
method of accounting in computing tax- 
able income for the taxable year covered 
by such return. Moreover, a taxpayer 
may adopt any permissible method of 
accounting in connection with each sep- 
arate and distinct trade or business, the 
income from which is reported for the 
first time. 

Except as otherwise expressly provid- 
ed in Chapter 1 of the Internal Revenue 
Code and the Regulations thereunder, a 
taxpayer may change his method of ac- 
counting only with the consent of the 
Commissioner. Such consent must be se- 
cured whether or not a taxpayer regards 
the method from which he desires to 
change to be proper. Thus, a taxpayer 
his taxable income 


may not compute 


under a method of accounting different 





from that previously used by him unless 


such consent is secured. A change in the 
method of accounting includes a change 
in the general method of accounting for 
items of gross income or deductions, as 
well as a change in the treatment of a 
material item. 

Examples of changes requiring con- 
sent are: A change from the cash re- 
ceipts and disbursements method to an 
accrual method, or vice versa; a change 
involving the method or basis used in 
the valuation of inventories; a change 
from the cash or accrual method to a 
long-term contract method, or vice versa; 
a change involving the adoption, use, or 
discontinuance of any other specialized 
method of computing taxable income, 
such as the crop method; or a change in 
the treatment of special classes of in- 
come or expense. 

AIA—In the first sentence, the require- 
ment for consent of the Commissioner 
should be limited to a change in method 
of accounting used in computing taxable 
income. It should be made clear that the 
listing of a change in method of inven- 
tory valuation as an example of change 
requiring consent is not intended to re- 
strict present rules governing the adop- 
tion of Liro. It is suggested that the 
phrase “the treatment of special classes 
of income or expense” be deleted and 
that there be substituted ‘accounting 
for income tax purposes in any material 


respect.” 


Commissioner's consent to change 


REGULATIONS—In order to secure the 
Commissioner's consent to a change of 
a taxpayer’s method of accounting, the 
taxpayer must file an application by 
letter with the Commissioner of Internal 
Revenue, Washington 25, D. C., within 
90 days after the beginning of the tax- 
able year in which it is desired to make 
the change. 

AIA—The 90-day rule is restrictive and 
frequently works hardship on a taxpay- 
er. The period beginning a taxable year 
is usually taken up with consideration 
of the problems of closing the prior 
year’s books. The decision that a change 
in accounting method is needed would 
be determined in the light of the prior 
year’s transactions. It would seem pref- 
erable that an improvement in account- 
ing methods should be given effect in 
the year which demonstrated the need 


it is suggested 


for change. Accordingly, 
that the taxpayer should be permitted 
to file an application for change of ac- 


counting method within a reasonable 
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time after the close of the taxable year. 
In any event, this should be the rule 
where the taxpayer’s request is prompt- 
ed by a change in conditions during the 


year. 


Bad-debt recoveries 


REGULATIONS—Income attributable to 
the recovery of bad debts for accounts 
charged off in prior years is includable 
in the year of recovery in accordance 
with the taxpayer’s method of account- 
ing regardless of the date when the 
amounts were charged off. 

\IA—Bad debts recovered by a tax- 
payer on the reserve basis, or by any tax- 
payer if not previously deducted, or if 
no tax benefit was obtained from a de- 
duction of the account, are not income. 
The reference to bad debt recoveries in 
this section should make it clear that a 
recovery is income only where the 
amount was deducted on a charge-off 
basis, and then only to the extent of the 
tax benefit received. 


Dividends credited 


REGULATIONS — Examples. Generally, 
the amount of dividends or interest cred- 
ited to shareholders of organizations 
such as building and loan associations or 
cooperative banks, is income to the 
shareholders for the taxable year when 
credited. 

\IA—The Regulations state that in- 
terest credited to the accounts of a 
shareholder in organizations such as 
building and loan associations is income 
for the year when credited. This is in- 
consistent with the holding in Maurice 
Fox, (CA-3) 218 F2d 347, affirming 20 
PC 1094, acq. 1955-2 CB 6. 


Percentage of completion method 


REGULATIONS—General rule. Gross in- 
come derived from long-term contracts 
may be reported according to the per- 
centage of completion method. Under 
this method, the portion of the gross 
contract price which corresponds to the 
percentage of the entire contract which 
has been completed during the taxable 
year shall be included in gross income 
for such taxable year. There shall then 
be deducted all expenditures made dur- 
ing the taxable year in connection with 
the contract, account being taken of the 
material and supplies on hand at the 
beginning and end of the taxable year 
for use in such contract. Certificates of 
architects or engineers showing the per- 
centage of completion of each contract 
during the taxable year shall be attached 


to the return of the taxpayer. 

(2) Completed contract method. Gross 
income derived from long-term contracts 
may be reported for the taxable year in 
which the contract is finally completed 
and accepted. Under this method, there 
shall be deducted from gross income all 
expenses which are properly allocable 
tq the contract, taking into account any 
material and supplies charged to the 
contract but remaining on hand at the 
time of completion. 

AIA—The requirement that certifi- 
cates of architects or engineers be at- 
tached to the return is impractical. A 
similar requirement in prior Regula- 
tions has not been enforced. It should 
be sufficient if such certificates are made 
available to the Government when the 
return is examined. 

It should be made clear that the de- 
duction is to be taken in the year of 
completion. 


Redemption of trading stamps 


REGULATIONS—The taxpayer shall file 
a statement showing with respect to 
each of the five preceding years, or such 
number of these years as stamps or cou- 
pons have been issued by him, the fol- 
lowing: 

(1) The total issue of stamps or cou- 
pons during each year; 

(2) The total stamps or coupons re- 
deemed in each year; and 

(3) Such other information as is neces- 
sary to establish the correctness of the 
amount subtracted from sales in each 
of such years. 

AIA—It should not be required that 
the taxpayer submit these schedules and 
computations with the return. It should 
be sufficient if the data is made avail- 
able to the Government at the time the 


return is examined. 


Taxable year of deduction 


ReGuLATIONS—General rule—(1) Tax- 
payer using cash receipts and disburse- 
ments method. If an expenditure results 
in the creation of an asset having a use- 
ful life which extends beyond the close 
of the taxable year, such an expenditure 
may not be deductible, or may be de- 
ductible only in part, for the taxable 
year in which made. For example, fire- 
insurance premiums paid in advance for 
a period of more than one year are de- 
ductible under Section 162 ratably over 
the period to which they apply. A fur- 
ther example is an expenditure for the 
construction of improvements by the 
lessee on leased property where the esti- 
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mated life of the improvements is in 
excess of the remaining period of the 
lease. In such a case, in lieu of the al- 
lowance for depreciation, the basis shall 
be amortized ratably over the remaining 
period of the lease. 

(2) Taxpayer using an accrual method. 
Any expenditure which results in the 
creation of an asset having a useful life 
which extends beyond the close of the 
taxable year may not be deductible, or 
may be deductible only in part, for the 
taxable year in which incurred. 

AIA—Only those expenditures which 
result in the creation of an asset whose 
useful life extends substantially beyond 
the close of the taxable year should have 
to be deducted ratably. 


Other factors governing deduction year 


REGULATIONS—Judgments on account 
of damages for patent infringement, per- 
sonal injuries or other causes, or other 
binding adjudications, including decis- 
ions of referees and boards of review 
under workmen’s compensation laws, are 
deductions from gross income when the 
claim is finally adjudicated or is paid, 
depending upon the taxpayer’s method 
of accounting. 

AIA—Regulations 118, Section 39.43-2 
permitted the deduction of judgments 
or other binding adjudications “under 
which 
clearly reflect the correct deduction.” 


other methods of accounting 
The present Regulations permit deduc- 
tion only when “the claim is finally ad- 
judicated or is paid.” This interpretation 
may not permit a deduction of any 
amount where liability has been admit- 
ted but the exact amount has not been 
determined. Wording similar to that 
from Regulations 118 


quoted above 


should be added. 


Accrual of property taxes 


REGULATIONS—When election may be 
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made—(i) Without consent. A taxpayer 
may elect to accrue real property taxes 
ratably without the consent of the Com- 
missioner for his first taxable year 
beginning after December 31, 1953, and 
ending after August 16, 1954, in which 
the taxpayer incurs real property taxes. 
The election shall be made in a state- 
ment submitted with the taxpayer’s re- 
turn for the first taxable year to which 
the election is applicable. The state- 
ment shall set forth: 


(a) The trades or businesses, or non- 


business activity, to which the election 
is to apply, and the method of account- 
ing used therein; 

(b) The period of time to which the 
taxes are related, and 

(c) The computation of the deduc- 
tion for real property taxes for the first 
year of the election (or a summary of 
such computation). 


ATA—It should be 


election is valid even though all of the 


made clear that the 


detailed information is not submitted, 
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provided such information is available 
to the Government upon examination of 
the return. 


IRS consent for property-tax accrual 
With 
taxpayer may elect with the consent of 


REGULATIONS—(ii) consent. A 
the Commissioner to accrue real prop- 
erty taxes ratably. A written request for 
permission to make such an election 
shall be submitted to the Commissioner 
of Internal Revenue, Washington 25, 
D. C., not later than 90 days after the 
beginning of the taxable year to which 
the election is first applicable, or 90 
days after the date of the publication in 
the Federal Register of the final Regu- 
lations under Section 461, whichever 
date is later. 

\IA—Taxpayers should be given the 
right to make or change an election 
within 90 days after the publication of 
final Regulations under section 461. This 


s consistent with 


treatment of other 


elections under the 1954 Code. 


How to make a casualty loss deduction 


stick and get best tax 


~ ya RE’S NO “tax planning” in advance 
for casualty losses, but unless in- 
tensive tax planning is done immediate- 
ly after disaster strikes the benefits pro- 
vided by the tax law may be denied the 
must be taken before 


taxpayer. Action 


clean-up begins, before repair and 


betterment become inextricably mixed. 
The 


proof must be recognized and accepted: 


taxpayer’s tripartite burden of 
proof of loss, basis, and amount of loss. 
If it is a partial loss of business prop- 
erty, the the 
Fifth the 


Alcoma Industries, Inc. case. We spotted 


taxpayer must consider 


Circuit’s recent decision in 
some work done on this subject recently 


by George Shannon, CPA of Worcester, 


Mass., that we thought would be most 
useful to tax men. Shannon, who is a 
partner in the accounting firm of 


Tupper, Moore & Co., has applied to 


this problem the practical approach 


we've come to associate with his writ- 


ings. Here’s the gist of Shannon’s warn- 
ing (quoted with permission from the 
Massachusetts CPA): 

A “casualty” for income 


Federal tax 


purposes is an identifiable event of a 
sudden, unexpected, or unusual nature, 
generally attributable to a destructive 


force. Damage from normal processes, 


treatment of it 


such as physical depreciation and _ soil 
erosion, 


lack 


characteristics. Certain casualties, that is, 


are not casualties since they 


“sudden, unexpected, or unusual” 


fire, storm, and shipwreck are specifically 
mentioned in the applicable section of 
the Internal Revenue Code, but there 
are many others not resulting from such 
spectacular disasters. Among these are 
damage to the taxpayer’s automobile 
(excluding that occasioned by his will- 
ful act or negligence), sinking of land, 
damage from adjacent blasting, freez- 
ing of pipes, and bursting boilers. 

Two other conditions precedent to 
income benefit 


obtaining Federal tax 


from losses be 
tioned. One is that there must be a loss 
of property the 


Expenses of personal injury, moving, or 


casualty should 


men- 


owned by taxpayer. 


of temporary living quarters are not 
casualty losses, even if caused or neces- 
sitated by casualties, since they are not 
losses of property. Neither are payments 
made by the taxpayer as compensation 
for damage to another’s property as the 
loss was not of the taxpayer’s property. 
The other condition is that except in 
most unusual circumstances the casualty 
loss must be reported in the Federal in- 
come tax return for the taxable year in 


which it occurred. This rule applies even 
where the amount of the loss cannot be 
accurately computed before the due date 
of the return on which it is to appear 
and where the amount of insurance or 
other prospective recovery is then un- 
known. Ordinarily, an extension of the 
customary filing period will be granted 
upon request where either condition 
exists. Alternatively, either or both may 
be estimated, and if later found to be 
seriously in error should be corrected by 
filing an amended return for the year 


of loss. 


Tax character of property 


How and to what extent casualty 


losses provide Federal income tax bene- 
the 
character of the property damaged or 


fit is largely determined by tax 


destroyed, that is, whether nonbusiness, 


business, or mixed 


business and non- 
business. As the term indicates, non- 
business property is that used for 


personal and family purposes, such as 
clothing, household furniture, residential 
property (no part rented), and pleasure 
cars; business property is that devoted 
to income-producing purposes; and 
mixed property, that used partly for per- 
sonal purposes and partly for business, 
as an owner-occupied dwelling which is 
partly rented and an automobile used 
both for business and _ pleasure. 

This burden is usually 


not onerous 


where the casualty affects only a single 
unit of property, such as an automobile 
or an empty house. It rapidly grows 
the number of 


heavier, however, as 


property units increases, and it may 
appear impossibly heavy when a very 
large number, such as the entire con- 
tents of a residence, are affected. Never- 
that 
all 


available data are accorded more favor- 


theless, experience demonstrates 


casualty-loss claims supported by 
able consideration by the Internal Rev- 


enue Service than are those in which 


losses are described in generalities. 
Where, for example, the contents of a 
dwelling are affected, an itemized room- 
by-room listing of clothing, furniture, 
furnishings, and other effects damaged 
or destroyed by the casualty is essential. 
Similarly, where the damage is extensive 
and requires immediate repair, pictures 
taken the will be 
found very helpful. So, too, are com- 


soon after casualty 
plete descriptions of the damage done 
and detailed the 


rehabilitate, particularly if prepared by 


estimates of cost to 


specialists, as, for example, architects 


and building contractors where _resi- 
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dential and other structures have been 
damaged or destroyed. 


Proof of basis 

Closely allied with proof of loss is the 
taxpayer's duty to prove the Federal 
income tax 


basis of the property. 


Normally it is cost (including post- 
acquisition improvements) in the case of 
nonbusiness property, and original cost 
plus improvements and minus accrued 
depreciation, if any, on business prop- 
erty. Other bases may be applicable 
where property is acquired in some man- 
ner other than by purchase, such as by 
gift, inheritance, exchange, or for serv- 
ices rendered. Cost or other tax basis is 
best supported by documentary evi- 
dence, such as purchase invoices, con- 
tracts, Federal gift and estate tax re- 
turns, receipts, and similar data. 


Formula for nonbusiness loss 


Unfortunately but perhaps unavoid- 
ably the so-called “formula” by which 
the amounts of nonbusiness casualty 
losses must be computed is difficult to 
apply in all but the simplest situations. 
Briefly stated, the formula provides that 
the casualty loss is the excess of the fair 
market 


value of the imme- 


diately before the casualty over its fair 


property 


market value immediately after, but not 
more than its cost or other tax basis, 


reduced by insurance 


recoverable, re- 
habilitation payments received, and 
other compensation. 

‘Fair market value immediately before 
the casualty” is what a willing buyer 
would pay a willing seller, neither being 
under any compulsion to buy or sell. 
“Fair market value immediately after the 
casualty” is similarly determined, except 
that the valuation so computed should 
be reduced by the cost of cleaning up 
and of removing debris. A conscientious 
effort must be made to compute the loss 
l 


1 accordance with this formula regard- 


less of the difficulty experienced in 


applying it. True, estimated or actual 
costs of repair and rehabilitation are 


sometimes assumed to 


measure the 
amount of a nonbusiness casualty loss, 
Internal 


Revenue Service concludes that the loss 


but usually only when the 
so determined is less than that which 


would have been computed by the 
formula. 

Ordinarily, when many property units 
are damaged or destroyed, the most 
satisfactory and acceptable method of 
computing decrease in fair market value 


is to include in the itemized proof-of- 
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FIGURE I: EXAMPLES OF FORMULA 


Fair Market Value Loss in 
Immediately Immediately Fair 
Before After Market 
Casualty Casualty Value 
(1) $16,000 $12,000 $4,000 
(2) 6,000 3,000 3,000 
(3) 20,000 11,000 9,000 


Insurance 


Cost or Other Amount of 
or Other Compensation Casualty 
Tax Basis Recoverable Loss 
$11,000 $1,000 $3,000 

9,000 3,000 none 
5,000 8,000 3,000-gain 








loss listing previously mentioned the 
fair market value of each unit imme- 
diately before and immediately after 
the casualty. The written opinions of 
informed and impartial experts on both 
these valuations is very valuable cor- 
There 
is, of course, great difference of opinion 
between representatives of the Internal 
Revenue Service and taxpayers sustain- 


roboration in this connection. 


ing casualties as to the before and after 
fair market values of nonbusiness prop- 
erty, particularly clothing, personal 
furniture and 
furnishings. For example, family por- 


traits, 


effects, and household 
heirlooms, keepsakes, and _ like 
items which have great sentimental value 
to taxpayers cannot be considered in 
computing casualty losses, according to 
the Service, because they had no intrinsic 
value. Original or replacement cost less 
reasonable depreciation from acquisition 
to date of casualty is an acceptable basis 
for computing the fair market value of 
nonbusiness property immediately be- 
fore a casualty. Generally speaking, a 
reasonable approach to the post-casualty 
valuation of household goods and like 
items is to take at no value all minor 
items (clothing, books, kitchen utensils, 
minor etc.) 


destroyed, and to value larger furnish- 


furnishings, damaged or 
ings (living room and bedroom suites, 
major appliances, etc.) at depreciated 
cost less substantial discounts (based in 
each case on the extent of the damage). 

Examples of the operation of the 
formula are shown in Figure I. 

In the first of these examples, the 
entire decrease in fair 
($4,000) less the 
($1,000) is the deductible casualty loss. 
In the second, there is no deductible 


market value 


insurance yecovery 


loss because the insurance recovery fully 
offsets the loss in fair market value; and 
in the third, there is a gain of $3,000 
since the insurance recovery exceeds by 
that amount the cost or other tax basis 
of the property. This example illustrates 
the cost-limitation factor of the formula, 
i.e., loss in fair market value, but not 
more than the cost or other tax basis. 
Fortunately, the $3,000 


taxable gain 


computed in this example is more 
theoretical than actual since it is dis- 
regarded if (within a year following 
the close of that in which the casualty 
occurred) the insurance proceeds, in- 
cluding the gain, are invested in prop- 
erty similar to that destroyed. 


Insurance recoveries i 


Insurance recoveries are not the only 
form of compensation for damages de- 
ductible in computing allowable casu- 
alty losses. Any other rehabilitation pay- 
ment must be deducted, including those 
received in cash or property from em- 
ployers, disaster relief agencies, churches, 
charitable organizations, and_ others. 
However, food, medical supplies, sub- 
sistence, and other disaster relief which 
are not in replacement of lost property 
do not reduce the casualty loss; neither 
are they taxable income. 

Trees, shrubs, flowers, and like items, 
when serving ornamental rather than 
business purposes, are, for casualty-loss 
purposes, part of the real estate and 
have no individual or separate value. 
The casualty loss sustained on them is 
included in that determined for the 


entire property, and, therefore, their 


original, replacement, or other costs 
have no bearing on the computation. 
No casualty loss, as such, is allowed 
taxpayers who claim the standard de- 
duction by using either the tax table 
or the punched card tax return. Income 
tax returns reporting other than minor 
casualty losses customarily are audited 
by representatives of the Internal Rev- 
enue Service either before or after the 
tax reductions and refunds claimed have 
been allowed. The entire return is 
circumstances, 
not merely the casualty loss reported, 


examined under these 
and taxpayers should be prepared to 
prove every item of income and deduc- 


tion shown. 


Carryovers 

Often the casualty losses reported by 
taxpayers are so large that they not only 
eliminate all the year-of-loss taxable in- 
come, but also provide deductions which 
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may be carried back to earlier and for- 
ward to future years. Two examples are 
shown in Figure II. 

Where, as in the above examples, the 
casualty loss is more than sufficient to 
eliminate the entire income of the 
year-of-loss, the taxpayer derives no tax 
benefit that year from his own and his 
dependents’ exemptions. There is no 
net taxable income from which to de- 
Furthermore, as shown in 


duct them. 


) 


Example 2 above, nonbusiness deduc- 


tions often are wasted for the same 


reason. No tax benefit can be derived 
from these deductions in casualty-loss 
situations, except indirectly as indicated 
in Example 1. There, the casualty loss 
is reduced by the nonbusiness income, 
as required by statute, but only after de- 
nonbusiness de- 


ducting from it the 


ductions. Obviously, the larger these 
deductions the smaller the amount of 
nonbusiness income applied in reduc- 
tion of the casualty loss. 


fully 
absorbed in the taxable year incurred, 


Casualty losses too large to be 


after giving effect to required statu- 
tory adjustments, are first carried back 
1955 to 1953, and 
1954. If 


any part of the loss remains unused, it 


two years, as from 
then forward one year, as to 
may be carried forward five years, as 
from 1956 to 1960, inclusive, and used 
successively in each of these years as 
needed and available. Refunds of cur- 
rent or prior years’ Federal income 
taxes resulting from casualty losses may 
be claimed on either of two forms: 843, 
the standard refund claim form, and 
1045 (“Application for Tentative Carry- 
back 


“quickie” claim. Chief advantage of the 


Adjustment’’), the so-called 
latter is that it will be surveyed by the 


Internal Revenue Service and the re- 
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fund check issued within 90 days of the 
date filed. Form 843, the standard re- 
fund claim, will be audited by the In- 
ternal Revenue Service before any re- 
fund is made, and a considerable period 
of time may elapse between its filing 
and receipt of the refund. It is pre- 
ferable to use Form 843 in those situa- 
tions where there may be marked differ- 
ence of opinion as to the amount of the 
casualty loss, and the taxpayer wishes to 
avoid the possibility that he may be 
required’ to rebate part of the proceeds 
of a “quickie” claim, plus interest. A 
separate Form 843 must be filed for 
each year affected by the casualty loss. 

Nonbusiness property acquires a new 
tax basis after a casualty loss. It is the 
pre-casualty cost or other tax basis re- 
duced by the allowable casualty-loss de- 
duction and insurance or other recovery, 
and increased by the costs of rehabilitat- 
ing the damaged property. The valua- 
tion so determined, increased by the 
cost of later improvements, is the new 
tax basis of the property, that is, the 
amount deductible in computing gain 


on subsequent sale of the property. 


Business and mixed casualty losses 
Taxpayers’ burden in proving loss and 


tax basis when casualties damage or 


destroy business property is no _ less 
onerous than when nonbusiness prop- 
erty is stricken. Consequently, the sug- 
gestions offered above on compilation of 
detailed listings of nonbusiness prop- 
erty and its tax basis are equally ap- 
plicable to business casualty losses. These 
losses are limited to property held fon 
business purposes or the production of 
income, and the tax basis of such prop 
erty usually can be ascertained from ac 


counting, insurance, and other records 





Casualty loss 


Less Business income (salary) 
Balance of casualty loss 


Less Net nonbusiness income: 
Nonbusiness income (interest, div 
gains, etc.) 
Less Nonbusiness deductions 
casualty loss (contributions, 


etc.) 
Net nonbusiness income 


Casualty loss carry-back /forward 





FIGURE II: EXAMPLES OF CARRYBACK 
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maintained by the taxpayer. Where busi- 
ness: property is completely destroyed, 
the allowable loss is its adjusted basis 
decreased by any insurance, salvage, or 
other recovery; adjusted basis for this 
purpose customarily is cost plus subse- 
quent improvements and minus depre- 
ciation, if any, to date of casualty. Fair 
market values do not enter into the 
computation of total losses. 

The Internal Revenue Service com- 
putes partial losses of business property 
by an allocation process in which fair 
market values before and after casualties 
are employed, as illustrated below: 

(a) Building, used in business, at 


adjusted basis $6,000 
(b) Fair market value immediate- 

ly before the casualty 12,000 
(c) Fair market value immediate- 

ly after the casualty 9,000 
(d) Decrease in fair market value 3,000 
(ec) Percent of property de- 

stroyed, $3,000 divided by 

$12,000 25%, 
(f) Deductible loss — 25% of 


$6,000, or $1,500 


surance, salvage or other re- 


(less in- 


covery). 

This formula is quite different from 
that applied in determining allowable 
nonbusiness casualty losses (that is, ex- 
cess of fair market value of property 
immediately before over its fair market 
value immediately after, but not more 
than the cost of other tax basis). The 
above method, applicable only where 
there is partial loss of business property, 
limits such loss to the proportion of the 
tax basis of the property which the de- 
crease in its fair market value bears to 
the pre-casualty fair market value of 
the property (25%, in the above exam- 
ple). Although without statutory basis 
and not specifically stated in the Regu- 
lations, this formula has been in effect 
for many years, has the approval of the 
Tax Court, and, until the Alcoma In- 
dustries decision was regarded as a 
settled administrative construction. Its 
logic, as propounded by the Commis- 
sioner’s representatives, is that a partial 
casualty loss of business property is in 
fact a disposition of that part and the 
taxpayer's recovery should be limited to 
its tax basis. 

This reasoning was rejected by the 
Fifth Circuit in its reversal of the district 
court’s decision in Alcoma. In that case, 
a partial loss of business property had 
been determined by the Service accord- 
ing to the above formula, and its compu- 
tation was accepted without change by 
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the district court. The Fifth Circuit said 
that the Commissioner had not con- 
vinced it that his use of this method is 
“so clearly reasonable and the alterna- 
tive’ (nonbusiness) “formula is so un- 
reasonable that his rule follows by neces- 
sary implication from or is even allowed 
by the statute.” Accordingly, it upheld 
the taxpayer’s computation which, based 
on the nonbusiness formula, resulted in 
deduction of the entire excess of fair 
market value of the property imme- 
diately before the casualty over its fair 
market value immediately after, instead 
of a portion of this loss. The court took 
this position notwithstanding its recogni- 
tion of the fact that the decision could 
be applied in situations where recovery 
of the entire tax basis of property would 
result from a partial loss. The refund 
potential of Alcoma is very great if other 
circuits arrive at the same conclusion 
from similar facts. 

Merchandise inventories destroyed by 
casualties ordinarily are deductible at 
cost, but care should be taken to avoid 
deducting them twice, that is, as a 
casualty loss, and as an inventory short- 
age. Furthermore, where creditors for- 
give indebtedness of taxpayers sustain- 
ing casualty losses or replace lost or 
damaged merchandise at no cost, these 
amounts must be reported by the tax- 
payer either as income or as a reduction 


of the cost of sales. 


Business casualty losses 


Business casualty losses are deductible 
from gross income in the course of 
determining the net profit from business 
or profession. An individual, for ex- 
ample, engaged in business as a pro- 
prietor may deduct a business casualty 
loss as though it were an expense of 
doing business, and still claim the stand- 
ard deduction. His nonbusiness casualty 
loss, however, would be subject to the 
limitations on and conditions of such 
losses previously stated. “Quickie” and 
standard refund claims may be filed for 
business casualty losses, with corpora- 
tions using Form 1139 for the former, 
and all other taxpayers Form 1945. The 
carryback/forward process is available in 
the case of business casualty losses as 
with nonbusiness losses. 

Mixed casualty losses are those in 
which part of the loss is sustained by 
nonbusiness property and part by busi- 
ness property. A characteristic example 
is a residence partly occupied by the 
partly Separate 
casualty loss computations must be made 


owner and rented. 


in such circumstances, even though the 
complexities of ‘the double loss de- 
termination are compounded by the 
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necessity for allocating valuations be- 
tween the business and nonbusiness por- 
tions of property damaged or destroyed. 


Dealer’s reserves grow more confusing; 


Tax Court and IRS oppose Johnson decision 


by ARNO HERZBERG 


The Johnson decision, handed down by the Fourth Circuit last fall, seemed to 


solve a problem which has been hounding automobile dealers and other install- 


ment sellers. Amounts which the finance companies withheld as reserves in case of 


repossession, the court ruled, did not have to be declared as income. But the 


Commissioner recently issued Rev. Rul. 57-2 and the Tax Court decided three cases, 


all in direct opposition to the Johnson holding. Analyzing these decisions and the 


Ruling 


g, the author points out their fallacies and notes that the fallacies may be the 


result of the continuing confusion concerning holdbacks v. reserves. 


saa CoMMISSIONER has taken his stand 
on the issue of reserves and hold- 
backs! arising from the sale of install- 
ment paper.* Unfortunately, many fi- 
nancing deals fall into patterns that dif- 
fer substantially from the “facts” he re- 
cited in Rev. Rul. 57-2. This will mean 
great difficulty for practitioners; agents 
will assert that the ruling applies in 
every case and that all dealers’ reserves, 
regardless of their nature and origin, 
are taxable for an accrual-basis taxpayer 
when an automobile is sold. The Tax 
Court concurs’ in this approach. On the 
other side stands the Fourth Circuit 
which states that reserves are not taxable 
income until there is a fixed right to re- 
ceive them. 

But the facts underlying each decision 
and ruling are far from clear. In the 
most recent case of all, West Pontiac, 
even the Tax Court noted that it did 
not have before it facts to show whether 
the amount of the reserve was more or 
less than the 4% 
tracts required. When the facts are avail- 


of outstanding con- 


able, it seems that they are misunder- 
stood; certainly their interpretation is 
definitely at odds with economic realities 
and the understanding existing between 
dealer and customer on the one hand 
and dealer and finance company on the 
other hand. 

For this reason Rev. Rul. 57-2 does 
not solve any problems, but adds more 
confusion to an already confused issue. 
In the first place the Ruling does not 
make a clear distinction between hold- 
backs and reserves. As I pointed out in 


the November 1956 issue of THe Jour- 
NAL OF TAXATION, there is considerable 
difference between them.5 The Ruling 
says merely that it will state the IRS 
position on 


‘ 


‘amounts withheld by banks 
and finance companies to cover possible 
losses on notes purchased from automo- 
bile or other dealers employing the ac- 
crual method of accounting.” Even more 
prominence is given to the fact that 
those reserves “are recorded on the 
books of the bank or finance company 
as a liability of the bank or finance 
company to the dealer.” It is most un- 
fortunate that the IRS did not consider 
whether the bank or finance company 


is correct in setting up such a liability. 


Ruling’s version of steps involved 

The Ruling gives this description of 
the steps involved in financing a car: 
“When a car is purchased on credit from 
a dealer the purchaser makes a down- 
payment, the balance being satisfied by 
the purchaser’s promissory note and a 
supporting conditional sales contract. 
The face amount of the note reflects two 
would 
have been the purchase price of the car, 


elements—the balance of what 
if bought for cash, and a finance charge. 
As between the purchaser and dealer, 
the transaction is closed and completed 
at this point with the attendant tax con- 
sequences for the dealer.” 

In my experience, most financing does 
not fit that pattern. The IRS analysis 
would fit the facts only if the dealer 
himself would be in a position to finance 
a deal with his own money. 
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[Mr. Herzberg, CPA in Newark, N. J. 
has written widely on accounting and 
tax problems. His book on “Saving Tax- 
es Through Capital Gains” was recently 
published by Prentice-Hall.] 


Normally, the financing of the pur- 
chase price of a car is entirely different. 
In the first place, the sale made between 
dealer and purchaser is not concluded 
unless and until the finance company 
agrees to accept a note of the purchaser 
for the balance of the purchase price 
plus finance charges. The finance charge 
is not set by the dealer (as the Ruling 
seems to assume) but is determined ac- 
cording to a schedule made available by 
the finance company. Moreover, the note 
is not made out to the dealer but to the 
bank or finance company which supplies 
the necessary forms. Financing is not a 
two-party contract; three parties are in- 
volved. 

The Ruling seems to assume that the 
dealer concludes a contract with the cus- 
tomer and then peddles the notes signed 
by the customer to any finance company. 
With the average dealer nothing could 
be further from the truth. Generally, 
there are three agreements when a car 
and 


is financed. One is between dealer 


buyer in the form of a conditional sales 
contract. Another is between buyer and 
finance company in the form of notes. 
And a third is between dealer and fi- 


nance company on the sale of the condi- 
tional sales contract, of the amount re- 


flected in the face value of the note 


signed by the customer. 


The facts in the usual case 


The facts in the ordinary 
l. ‘The 


finance 


case are: 


dealer sells a car only if the 


company agrees to accept the 


purchaser's note; 

2. The purchase} executes the note to 
the finance company; 

3. The dealer assigns the conditional 
sales contract to the finance company in 
consideration for the balance of the pur- 
chase price to be paid to him by the 
finance company; 

4. The finance company might retain 
part of the balance due to the dealer 
(holdback); 

5. The finance company “sets aside” 
a portion of the finance charge accord- 
ing to a specific formula as an induce- 
ment for the dealer to give business to 
the finance company. This commission 
is not withdrawable, but goes into a 
pool which is paid to the dealer only 


after it reaches a certain relationship to 
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the total outstanding notes discounted 
from customers; 

6. Losses are charged against hold- 
backs and reserves. The reserve is de- 
creased also by any proportional reduc- 
tion of the portion of the finance com- 
mission originally set aside by the fi- 
nance company if the notes are paid off 
by the customer ahead of time. 


Questions left unanswered 


This kind of transaction does not re- 
ceive a proper treatment in Rev. Rul. 
57-2. In addition, this Ruling assumes 
without discussion that the finance com- 
pany is correct in crediting a reserve on 
its books to the dealer’s account. Is this 
a “liability” for an expense which is 
actually deductible by the finance com- 
pany? Does “set aside” actually mean 
unrestricted credit? 

Will the Ruling be applied only on 
what the trade calls holdbacks, or will 
it be interpreted as covering the com- 
mission feature that is called “reserve” 
in the trade? It is not clear how the bad- 
debt deduction (Section 166) mentioned 
in the Ruling for “worthless notes” can 
solve all problems arising from charges 
made by the finance company to hold- 
backs as well as reserves. 

These charges do not arise in all cases 
from a bad account. Frequently, charges 
are made in changing the terms of a 
deal, or for special payments made by 
the finance company on behalf of the 
dealer and many others. All in all, Rev. 
Rul. 57-2 does not solve the problems, 
or give final answers to the knotty ques 
tions arising in dealer financing. 

It will be look to the 


courts to determine the taxability of re- 


necessary to 


serves and holdbacks. A proper presen- 
tation of the facts and figures might lead 
to success. 

The ° 


the Fourth Circuit which, in the John- 


Tax Court has been at odds with 


son case,® took the very sensible position 
that holdbacks are taxable income only 
when paid to the dealer by the finance 
company. In three recent decisions,? the 
lax Court has again insisted that hold 


Rev. Rul. 57-2, IRB 1957-1, 12. 
*See 5 JTAX 280 (Nov. 56). 
% Lately Albert M. Brodsky, 27 TC No. 23: Texas 
Trailercoach, Inc., 27 TC No. 64; West Pontiac, 
27 TC No. 89. 

‘27 TC No. 89. 

* What the trade calls a holdback is a portion of 
the sales price (typically the difference between 
the notes and two-thirds of the sales price) as a 
protection against repossessions. In addition, 
some finance companies allow the dealer a com- 
mission (typically a fraction of their service 
charges). This commission is contingent upon 
the customer paying. 
* Blaine Johnson v. United States, 233 F2d 952, 
rev’g 25 TC No. 20. 
7 See note 3 supra, and page 205 of this issue. 
*27 TC No. 64. 






backs and reserves accrue as soon as they 
are credited by the finance company, re- 
gardless of whether they were earned or 
not. 


The Texas 


In the 


Trailercoach case 


Texas Trailercoach case,8 the 
dealer assigned and guaranteed contracts 
to the finance company which withheld 
5% of the balance of the sales price 
(evidently not the face value of the 
note). The aggregate of these withhold- 
ings was not payable to the dealer un- 
less it exceeded 15°; of the balance due 
on all assigned contracts. A certain por- 
tion of the finance charge was also cred- 
ited to this account for the taxpayer 
when earned by the finance company. 
Holdbacks and 


credited 


reserves were evidently 
to the same account. At least 
they received the same treatment by the 
lax Court which said that the right to 
receive the balance of the selling price 
was unconditional and was earned when 
credited. 
Business facts have to be considered 
in the interpretation of the tax laws! 
Under standard agreements, the dealer 
has to wait up to three years until he 
can claim one holdback or reserve with- 
held on an individual deal. He has no 
claim to the reserve at the time of sale o1 


holdback. 


transactions only. As far as reserves and 


Taxes are levied on closed 


holdbacks are concerned, the transac- 
tions out of which they come are closed 
only when a third party, the customer 
observes his obligations and pays his 
loan. A fresh look at reserves and hold- 


backs is therefore necessary. 


IRS restates its 

depreciation policy 

[HE COMMISSIONER reiterated in connec 
tion with the new study of Bulletin “F” 
that the depreciation policy set forth in 
a special announcement in Internal Rev- 
enue Bulletin No. 8 for February 21, 
1955, is that: 

1. Effective with the promulgation of 
the Regulations under section 167 of the 
Internal Revenue Code of 1954, it is the 
policy of the Internal Revenue Service 
to determine all questions concerning 
depreciation in accordance with the In- 
ternal Revenue Code and Regulations 
thereunder without reference to the text 
of Part I of the Bulle- 
tin “F,” 


1942 revision of 


2. The policy set forth in Revenue 
Rulings 90 and 91 (CB 1953-1, pp. 43 
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and 44) will remain in effect and accord- 
ingly it will be the policy of the Service 
generally not to disturb depreciation de- 
ductions, and Revenue employees will 
propose adjustments in the depreciation 
deductions only where there is a clear 
and convincing basis for a change, and 
3. Taxpayers are cautioned that the 
periods of useful life shown in Bulletin 
“F” are not mandatory, and were pub- 
lished originally solely as a guide to what 
might be considered reasonably normal 
periods of useful life. . 


Bulletin “F”’ to get 
thorough new study 


ee INTERNAL REVEUNE SERVICE will 
undertake a study of the schedules 
of useful lives of depreciable property 
contained in the 1942 edition of Bulle- 
tin “F.” This study will include types of 
property not previously included, as well 
as those presently listed. 

\n advisory group consisting of two 


Hossack, 
Appraisal 


outside consultants, A. B. 


president, American Com- 
pany, New York; and Carman Blough, 
director of research, American Institute 
of Accountants, New York; and a repre- 
sentative from the Internal Revenue 
Service, Darrell S. Parker, assistant chief, 
Engineering and Valuation § Branch, 
have been appointed to work on the 
study. A representative of the Treasury 
Department, and an additional repre- 
sentative from the Internal Revenue 
Service will be appointed at an early 
date. 

“It is contemplated that the results of 
the study will be helpful in determining 
useful lives of property and equipment 
for income tax purposes,” the IRS said 
in announcing the new study. “Accord- 
ingly, the Commissioner requests that 
interested taxpayers and representatives 
of industries and trade associations sub- 
mit suggestions as to the types of depre- 
ciable property to be included. Interest- 
ed parties are also requested to submit 
in writing their experiences regarding 
lives, including, where 


normal useful 


practicable, applicable average useful 
lives of composite and group accounts. 
Operating conditions, technological im- 
provements, and economic changes will 
be considered important factors in deter- 
mining normal useful life expectancies.” 

Suggestions and related data should be 
submitted in duplicate to the Commis- 
sioner of Internal Revenue, Washington, 
Att: T:S:EA:F by June 30, 1957. 


Accelerated depreciation 
for leasehold improvements 


‘THE UNHAPPY TAX POSITION of certain 
owners of leasehold improvements is 
brought into focus by the recommenda- 
tion of the U. S. Chamber of Commerce 
Tax Committee. It is trying to get the 
law changed to permit accelerated de- 
preciation in these cases, thus removing 
what it considers discrimination against 
these owners. The Committee points 
out that: 

“Under Section 1.167(a)-4 of the Reg- 
ulations, if the period of a lease is short- 
er than the life of improvements erected 
by a lessee, only straight-line deprecia- 
tion is available over the life of the 
lease. For example, if a lease runs for a 
24-year period, and the lessee’s improve- 
ments have an anticipated life of 25 
years, the lessee may claim only an an- 
nual deduction of 1/24th of the cost. 

“On the other hand, if the improve- 
ments have an expected useful life of 
only 23 years, the new methods of ac- 
celerated depreciation are available to 
the lessee. This distinction should be 





Sale of land contracts is a_ business; 
gain is ordinary. Taxpayer, who was 
in the real-estate and mortgage-broker- 
age business, acquired land contracts at 
considerable discounts, collected the out- 
standing principal and interest, and in 
a substantial number of instances sold 
such contracts at a profit. The evidence 
established that the sales of land con- 
tracts were frequent, consistent, con- 
tinuous, in substantial volume, and were 
actively solicited even though taxpayer 
employed no salesmen. The court rules 
the land contracts were not held_pri- 
marily for investment purposes but for 
sale to customers in the ordinary course 
of business. The profits realized on sale 
were therefore taxable as ordinary in- 
come. [Land contracts are contracts for 
the purchase of real estate in install- 
ments, title remaining in the vendor 
until full payment is made. They are 
widely dealt in in Michigan. Ed.| Mc- 
Hugh, TCM 1957-4. 

Capital gain on fee for option to 
acquire patent license. An individual re- 
ceived cash for granting a corporation 
rights to renewals and an option to 
acquire within 12 months an exclusive 
license to his patents. If the corporation 


decisions this month 
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eliminated to give both lessee taxpayers 
the right to use the accelerated methods 
of depreciation.” 

The Chamber of Commerce Tax Com- 
mittee also points out that the owners 
of leasehold improvements may be 
penalized further if the recommenda- 
tions are enacted. 

“The Mills Subcommittee recommend- 
ed that the amortization period for the 
improvements made by a lessee should 
include any period over which the lessee 
has the right to renew the lease (but no 
longer than the life of the improve- 
ment). This recommendation fails to 
recognize the very foundation of the de- 
preciation deduction which permits a 
reasonable allowance for the exhaustion, 
wear and tear of the property during 


the period “over which the asset may 
reasonably be expected to be useful to 
the taxpayer.” (See Section 1.167(a)-(b).) 
The artificial limitation suggested by 
the Mills Committee recommendation 
would impose unnecessary restrictions 
on taxpayers who must obtain leases 
with options to renew as a matter of 
business practice.” w 


acquires the license, these amounts can 
be applied against future installments 
to be measured by a percentage of the 
selling price of the patented article. The 
IRS holds that 
option is not a transfer or sale. But if 


the granting of the 


the option is exercised, the option pay- 
ment will then be proceeds of the sale 
of a capital asset. If the option is allowed 
to lapse, the amounts received should 
be treated as ordinary income in the 
year the option lapses. Amounts received 
alter exercise of the option qualify for 
capital gain treatment if received by 
the inventor or any other “holder” 
within the meaning of Section 1235(b). 
Rev. Rul. 57-40. 


Jury finds farms were purchased as in- 
vestment though quick resale planned. 
Taxpayers, full-time employees of a se- 
curities broker, purchased 31 farms in 
1945. They executed a formal agreement 
before beginning the venture. It called 
for operating the farms and selling them 
by 1947. All the farms were sold by 
1948. The jury finds that the farms were 
purchased as an investment and _ there- 
fore gain on sale was capital. In denying 
the Government's motion for judgment 
for it, notwithstanding the verdict, the 





a 


a 


*? 


204 ° 


The Journal of Taxation 


April 1957 





THE MILLS’ COMMITTEE is consider- 
ing recommending legislation to deny 
treatment to trans- 


capital gains 


actions of the type involved here: 
Capital gain on sale of oil payments. 


Taxpayer, an estate, sold an oil royal- 
ty in order to pay estate taxes. The 
sale provided that the purchaser was 
to receive the royalty payments until 
$10 million plus interest had been 
received, after which the royalties 
reverted to the estate. The interest 
paid out in three years. Taxpayer 
claimed that the proceeds of the sale 
were long-term capital gain and the 
Tax Court agreed. The parties in- 


tended a sale, the royalty interests 
were capital assets, and the amount 
to which the purchaser was entitled 
represented a substantial part of the 
seller’s interest. This court affirms. 
The Commissioner on appeal relied 
on Hawn (231 F2d 340), in which this 
circuit denied capital gain on trans- 
fer of an oil payment to a builder to 
pay for a residence. The court denies 


that Hawn is relevant. That case was 





OIL-PAYMENT CAPITAL GAINS 


decided on the ground that the facts 
as a whole showed a loan transaction 
not a sale. O’Connor Estate, CA-5, 
2/1/57. Similarly, Weed, CA-5, 2/1 
57. 

A limited interest in an oil and gas 
lease is a capital asset. Taxpayer, P. 
G. Lake, Inc., owed P. G. Lake $600,- 
000. In cancellation of the debt it 
transferred 25% of 7% of all oil and 
gas upon two leases owned by it en- 
titling the creditor to receive that 
portion of all production payments 
from the leases until he had recovered 
$600,000 plus interest thereon. Fol- 
lowing many similar cases the Tax 
Court held the sale resulted in capital 
gain and not ordinary income. On 
appeal, the Commissioner argued that 
because the taxpayer was a leasehold 
owner the oil payment transferred 
was merely a right to the future in- 
that 
The court reiterates with some asper- 
ity that it is well settled that all oil 
payments are property rights. P. G. 
Lake, Inc. CA-5, 2/1/57. Similarly, 
Wrather, CA-5, 2/1/57. 


come derived from leasehold. 








court listed these factual tests: con- 


tinuity of sales; frequency of | sales; 
efforts of seller to sell; substantiality of 
the transaction; and the reason for 
acquiring the property. It said that the 
mere selling of investment assets at 
intermittent intervals is not engaging in 
a trade or business. Purchasing property 
with the thought of resale at a profit 
does not, standing alone, detract from its 
character as an investment. Allison, DC 
Minn., 1/15/57. 

Lawyer had capital gain on sale of 
real estate. Between 1943 and 1950, tax- 
payer-attorney purchased various parcels 
of land. He made no improvements and 
did not subdivide: Sales were few, and 
no effort was made to attract customers. 
land 


The sales here in issue were of 


about to be condemned. Some were 
made as an accommodation to friends 
or clients, and some were of undersized, 
odd-shaped or of doubtful-title parcels. 
Most of the land had been bought in 
package deals from an estate. The court 
finds taxpayer was not in the real-estate 
business and did not hold the land for 
sale to customers; his profits 


capital. Embrey, DC Va., 12/3/56. 


were 


Patent agreement was joint venture, 
not sale. Taxpayer, an inventor, gave 
title to a Arthur D. 
Little, Inc., the industrial research con- 


legal patent to 
sultants. He retained the right to one- 
third of the royalties to be earned. 
Little was to exploit the invention. The 
court finds that there was no sale but 
rather a partnership agreement. The in- 
come is therefore ordinary. Kleinschmidt, 
DC Mass., 10/18/56. 


Capital gain on liquidation of rental 
housing. Two years after he acquired 
rental housing, taxpayer decided to dis- 
pose of the 23 units. She sold 9 in 1947, 
11 in 1948. The Tax Court allows capi- 
tal gain, citing Smith, in which the 
Fifth Circuit held on April 6, 1956 that 
the liquidation of rental housing is not 
itself a business. Such property is not 
held for sale to customers. Coe, DC Fla., 
12/18/56. 


Ordinary income on sale of rental units 
in defense-housing project. The Com- 
missioner determined that defense-hous- 
ing units sold by taxpayer were held 
primarily for sale to customers in the 
ordinary course of a trade or business 


and that the sales resulted in ordinary 
income rather than capital gain. Tax- 
payer challenged the determination; he 
claimed that he was in the business of 
renting defense housing and that the 
sales constituted not a business but a 
liquidation of his investment. After con- 
sidering taxpayer's selling activities and 
the volume of sales, the court affirms the 
Commissioner’s holding that taxpayer 
was simultaneously engaged in the dual 
business operations of sales and rentals 
of housing units. Monday, Jr., TCM 
1957-1. 


DEPRECIATION 


“Virginian Hotels” relief not available 
to installment obligation on sale of 
property. The 
is here asked to construe the extent of 


overdepreciated court 
the relief that Congress granted in 1952 
when it abolished by statute the Supreme 
Court holding in Virginian Hotels. In 
that case, the court held that the basis 
of property must be reduced by de- 
preciation claimed on returns, and 
therefore allowed, even though it was 
excessive and resulted in no tax benefit. 
Congress provided that basis shall not 
be reduced by allowed depreciation in 
excess of allowable depreciation which 
resulted in no tax benefit (unless tax- 
payer elects to accept the reduction.) 
The 


predecessor in a tax-free exchange cer- 


taxpayer here received from its 
tain installment obligations arising out 
of the predecessor’s sale of an apart- 
ment house. It was conceded that the 
predecessor had no tax benefit during 
certain loss years for excessive deprecia- 
tion and that the relief statute would 
itself in the 


predecessor's hands. However, the pre- 


apply to the building 
decessor had sold the building and re- 


ported the gain on the _ installment 
method. The taxpayer argued that the 
depreciation relief applied to the notes 
because the notes had, as their sub- 
stituted basis, the building’s basis. The 
Code 


specific rules for determining the basis 


court disagrees: the provides 
of installment notes. In the hands of 
the predecessor, the relief would not 
apply; nor can it apply to the taxpayer. 
Mid-Century Ltd. of America, DC Md., 
12/4/56. 


Composite depreciation: gain 
nized on sale. Taxpayer sold 36 of 


recog- 


60 looms which had been recorded on 
its books in one account on which it 


took 4% annual depreciation. Taxpayer 
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argued that profit cannot be determined 
on sale of only part of the assets in 
the group. This court holds profit is 
realized on sale. There was no dispute 
as to the manner in which the basis of 
the assets sold was determined. Rhode 
Island Worsted Co., DCN. Y., 10/15/56. 


of cost 
authorized by certificate of necessity. 


Can amortize only portion 


Che War Production Board had certified 
as an emergency facility only part of 
taxpayer's construction. The Court of 
Claims had held that partial certifica- 
tion was not authorized by statute and 
that taxpayer could use rapid amortiza- 
tion for the entire cost. The Supreme 
Court holds that partial certification was 
proper. Though the statute is am- 
biguous, Congress knew the practice of 
the War Production Board and never 
amended the law. In a_ concurring 
opinion, Justice Harlan holds that since 
the War Production Board order was the 
statutory prerequisite for acceleration, 
the taxpayer should have sought to have 
the terms of the order changed. Not hav- 
ing exhausted its administrative reme- 
dies, taxpayer cannot seek court action. 
1llen-Bradley Co., Sp. Ct., 1/22/57. 
Similarly, National Lead Co., Sp. Ct., 


1/22/57. 


ACCOUNTING METHODS 


Lifo election procedure not required of 
one denied right to elect. At the time 
the Commissioner prescribed by Regu- 
lations the method of making the elec- 
tion to use Liro by notice attached to 
the return for the first year of use), he 
was denying to those inventorying on 
the retail method the right to use the 
Liro method. The court holds that the 


rulations 


4 


prescribing procedure for only those 


Re must be interpreted as 
whose right the Commissioner recog- 
nized. Involved here is Macy’s return for 
1942. The Regulations issued in Decem- 
ber 1939 denied Liro to those using the 
retail method of taking inventory. Macy’s 
switched its books to Liro but continued 
to file tax returns on Firo. In 1947, the 
Tax Court held in Hutzler (8 TC 14) 
that the Regulations denying Liro to 
retailers were invalid, and in 1948 the 
Commissioner amended the Regulations 
retroactively. However, he asserted that 
Macy’s failure to elect Liro on filing its 
1942 return made it ineligible. The 
court says the only reasonable way to 
read the election Regulation is that it 
does not apply to those denied therein 


the right to elect. There being no Regu- 
lation or election applicable to those 
denied it, Macy’s election, which was 
made a reasonable time after the re- 
moval of the denial, is proper. Macy’s 
can use Liro. R. H. Macy’s & Co., DC 
NY, 1/31/57. 


Credits to “dealer’s reserve” are income 
to accrual-basis dealer. Even though 
banks and finance companies, in order 
to cover possible losses, deduct “dealer's 
reserves” from the total face amount of 
consumer notes, the dealer’s income is 
the full face amount of the notes. The 
income accrues when the finance com- 
pany makes the credit. The losses sus- 
tained by the dealer on the worthless 
notes may be deducted when incurred. 
[See comment, page 201. Ed.] Rev Rul. 


ee 


57-2. 


Improvements amortizable over lease 
excluding renewal periods. ‘Taxpayer 
leased premises in 1947 for a 30-year 
term, with renewal options for an addi- 
tional 20 or 50 years. The court allows 
amortization to be computed on the 
basis of occupation to 1980, saying mere- 
ly that taxpayers would likely exercise 
the first option period, but that beyond 
that it was impossible to determine. [Few 
facts on the likelihood of renewal are 
given. Ed.| Broadway-Hale Stores, Inc., 
DC Calif., 11/21/56. 


Vacation pay ruling extended again; to 
be applied after July 1, 1957. Rev. Rul. 
54-608 permits the accrual of vacation 
pay only if liability to a specified em- 
ployee is clearly established and the 
amount can be computed with reason- 
able accuracy. Application of the ruling 
had previously been deferred to January 
1, 1957. The Service now announces that 
enforcement is again deferred; it will 
not be applied to tax years ending prior 
to July 1, 1957. Rev. Rul. 57-28. 

Insurance proceeds accruable when 
damage determined and dispute settled. 
Six days prior to the close of taxpayer’s 
fiscal year in 1946 a fire occurred on its 
premises. Insurance recoveries received 
in the following fiscal year for fire, 
water, and business interruption losses 
are held not be properly accruable 
in the year of fire but are to be in- 
cluded in the following year’s income. 
The extent of the damage had not as 
yet been determined at the end of fiscal 
1946, and there was a bona fide dispute 
with the insurance companies which was 
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not settled until the year of recovery. 
Thalhimer Brothers, Inc. 27 TC No. 85. 


Can’t deduct reserve for contingent re- 
fund claims; exclusion of undelivered 
sales from income improper. A partner- 
ship on the accrual basis, engaged in 
sending food parcels to Europe, set up 
a reserve for sales refunds in the amount 
of $6,200. The partnership is held not 
entitled to this deduction. It repre- 
sented merely an estimate of possible 
future claims for refunds not fixed and 
definite in the taxable year. The court 
holds further that setting up such a 
reserve was a Change in the method of 
accounting for which the partnership 
failed to secure the Commissioner’s con- 
sent. Similarly, the exclusion from receiv- 
ables of $6,700 for goods sold and un- 
delivered at the end of the year is im- 
proper as representing a change in ac- 
counting method without obtaining the 
requisite approval of the Commission. 
Giepen, TCM 1957-6. 


Dealer taxable on total financed sale; 
can’t deduct amounts withheld. A dealer 
on the accrual basis discounted de- 
ferred auto-payment contracts with the 
General Motors Acceptance Corp. He 
contended that the increase in dealer’s 
reserve account on the books of the 
finance company during 1950 was not 
taxable to him in that year because he 
didn’t have the right to receive any 
part of the accumulated reserves until 
March 10, 1951, the settlement date. 
The court reasons that if the dealer 
had made no financing arrangements he 
would have been obligated to include 
in income all receipts from retail sales, 
and the fact that part of the receipts 
was, in effect, turned over to a finance 
company to be kept in a separate re- 
serve should not alter the result. Ac- 
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cordingly, the increase in reserve is 
held taxable 
1950. [See comment, page 203. Ed.] West 


, Inc., 27 TC No. 89. 


income to the dealer in 
Pontiac 
DEDUCTIBILITY 


Stockholder’s 
expense of corporation paying it. Tax- 


estate tax not business 


payer-corporation, owned by three 
brothers, held insurance on the life of 
one, and upon his death it collected the 
proceeds. When the Commissioner as- 
serted additional estate tax, the corpo- 
ration, alleging that it feared it would 
be liable because it had received the 
insurance proceeds, agreed to a compro- 
mise estate tax assessment and paid it. 
It here claims that tax as a deduction 
from income tax. The court denies it, 
saying merely that the issue of secondary 
tax liability had been eliminated prior 
to the payments and that it was not 
an ordinary and necessary expense. L. B. 


Foster Co., DC Pa. 12/17/56. 


“Rentals” not deductible; “lessees” ac- 
quired substantial equity in property. 
he Tax Court held that taxpayer could 


not deduct so-called “rental” payments 


under a lease-option agreement. The 
payments were in fact payments of the 
purchase price of the property. The 
“rental” payments were far in excess 


of the fair rental value, and were fixed 
at amounts which when added to the 
option payment and the ultimate “sales 
price’”’ under the option would equal 
the fair market value of the property. 
The circuit court afhrms. Haggard, CA-9, 


12/6/56. 


Parent can deduct payments to manu- 
facturing subsidiary to cover operating 
losses. A corporation distributing sport- 
fishing equipment owned all the stock 
of a manufacturing subsidiary which 
was its sole source of patented metal and 
glass fishing rods. Without this source, 
the parent would have been unable to 
meet the demands of customers for these 
rods, and both its sales and its position 
in the industry would have suffered. 
Amounts paid to the subsidiary to re- 
imburse it for operating losses are held 
deductible by the parent as a necessary 
Tackle Prod 


Fishing 


rc No. 73. 


business expense. 


ucts Co., 27 


Cost of recovering title to wrongfully 


converted property a capital expendi- 


ture. Taxpayer and his sister owned 


rental properties as tenants in common. 


April 1957 


The sister appropriated the properties 
to her own use. That portion of the 
legal fees which taxpayer incurred to 
recover his share of the rents and in- 
terest is held deductible, but the por- 
tion of the fees attributable to the de- 
termination of his title to the properties 
is not. Taxpayer had argued that the 
latter expenses were incurred in recovery 
of wrongfully converted properties and 
as such constituted a “theft loss.” Kelly 
TCM 1957-7. 


Cost of increasing capital, regardless of 
purpose, is a capital expenditure. Tax- 
payer increased its capital to permit its 
employees to acquire a proprietary in- 
terest. Attorney fees and costs incurred 
in connection with such increase are not 
deductible even though the purpose of 
the stock increase was to raise em- 
ployees’ morale through distribution of 
the stock to them. Fishing Tackle Prod- 
ucts Co., 27 TC No. 73. 

Payment for right to early possession 
a capital cost. A payment of $25,000 by 
a buyer of real estate to the sellers in 
order to obtain title and possession at 
an earlier date than had been provided 
in the purchase contract is held to con- 
stitute an additional cost of the prop- 
deductible as a business ex- 
pense. Thalhimer Brothers, Inc. 27 TC 
No. 85. 


erty not 


Sheet-piling the side of dock a capital 
expense. The cost of sheet-piling the 
dock side of a slip is a capital expendi- 
ture if the benefits will extend beyond 
the taxable year even though the work 
will effect saving in mainten- 
ance. Rev. Rul. 57-30. 


current 


Gifts for “preferential treatment” dis- 


allowed. A construction firm claimed 
deductions for Christmas gifts to eleva- 
tor operators, various county employees, 
and to railroad employees to obtain 
“preferential treatment.” They are dis- 
allowed as ordinary and necessary busi- 
ness deductions. O’Shea TCM 1957-15; 


Finley, TCM 1957-16. 


Subsidiary can deduct full rent paid 
under parent’s lease. A subsidiary corpo- 
ration occupied premises leased by its 
parent for a ten-year period with an 
option to purchase. The lease had never 
been assigned to the subsidiary. The 
court held the subsidiary could deduct 
the full rent paid directly to the lessor. 
\s the subsidiary was not a party to the 


lease it was not entitled to exercise the 
purchase option. Accordingly, no part 
of its rent could be considered as paid 
to acquire an equity in the property. 
The court notes that there was no evi- 
dence the rent was unreasonable. Cost of 
improvements made by the subsidiary 
are deductible over the remaining lease 
term. Fishing Tackle Products Co., 27 
TC No. 73. 


Stockholder can’t claim loss for corpo- 
rate indebtedness. A substantial stock- 
holder and principal officer of an in- 
surance company canceled an indebted- 
ness due him for unpaid salaries in order 
to improve the company’s financial con- 
dition and claimed a bad-debt deduc- 
tion for it. The court holds that the 
cancellation was a contribution to capi- 
tal. Perlman, 27 TC No. 90. 


BAD DEBTS 


Advances to corporation a nonbusiness 
bad debt. Taxpayer-attorney suffered a 
loss on his loan to a corporation in 
which he was a _ stockholder. He was 
also required to make payment on his 
guaranty of the note of another corpora- 
tion. Both losses are held deductible only 
as nonbusiness bad debts. Taxpaye1 
failed to show that he was in the busi- 
ness of lending money or financing cor- 


porations. Acker, TCM 1957-17. 


Partial worthlessness of a debt due from 
denied. 
payer, sole stockholder of a bus com- 


controlled corporation Tax- 
pany, had 
$30,000 to 


about $25,000 of it being required be- 


personally paid out some 


meet corporate liabilities, 
cause he had endorsed corporate notes. 
In the taxable year, the corporation 
showed a deficit which wiped out the 
capital and left a net deficit of $12,000. 
Taxpayer therefore claimed that $12,000 
of his advances was worthless and de- 
ductible. The court holds that the ad- 
vances were not proved uncollectible to 
any determinable extent. There was no 
evidence of bankruptcy, of taxpayer's 
status relative to other creditors, or ol 
the value of the corporate assets and 
liabilities. Goodman, TCM 1957-25. 


Wholesaler’s advances to a fruit com- 
pany a nonbusiness bad debt; payments 
under guaranty in same category. Tax- 
payer, who was engaged in the wholesale 
food business as a sole proprietor, in- 
vested in a Florida fruit company and 


became active in its management and 
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supervision. He helped persuade local 
citizens to invest $100,000 on the promise 
of the RFC to lend the company an 
additional $150,000. 
personally advanced the company $25,- 


Taxpayer also 


000. The business was unsuccessful and 
the RFC foreclosed on its loan. The 
fax Court holds that a debtor-creditor 
relationship existed between taxpayer 
and the corporation and a deduction for 
worthlessness of the $25,000 advance 
could only be taken as a bad debt. Since 
the debt bore no relation to the sole pro- 
prietorship business, and = since  tax- 
payer’s loans in the taxable period were 
not extensive enough to amount to a 
separate business, the $25,000 is de- 
ductible only as a nonbusiness debt. 
laxpayer also guaranteed two loans of 
$500 each made to the company by out- 
side parties. Payments to make good the 
guaranty were held likewise deductible 
as nonbusiness debts following the re- 
cent Supreme Court Putnam case. Salo- 
mone, 27 TC No. 75. 


Stockhelder’s cancellation of advances 
to corporation allowed as nonbusiness 
bad debt. A cancellation by taxpayer of 
a debt in the amount of $100,000 owed 
to him by an insolvent corporation so 
is to facilitate a sale of the corporate 
business is not a contribution to capital, 
but a deductible bad debt. The can- 
cellation simply reflected the practical 
judgment that the $100,000 was un- 
collectible. Although taxpayer from time 
to time made loans to or investments in 
various ventures, the court holds his 
ictivities fell short of establishing a 
business of lending money or financing 
business ventures. Accordingly he was 
limited to a nonbusiness bad-debt de- 
duction. Amounts paid to corporate 
creditors on account of taxpayer’s guar- 
intees of its debts were likewise allow- 
able only as a nonbusiness bad debt 
in accordance with the recent Putnam 
decision. Mayo, TCM 1957-9. 


Loan was nonbusiness; borrower never 


carried out planned business with 
lender. A partnership engaged in send- 
ing food parcels to Europe loaned $9,- 
20 to a corporation in the metal- 
stamping business to get the latter 
started in a new business of packaging 
used clothes to be sold to the partner- 
ship. The bad debt is held to have be- 
come worthless in the taxable year only 
to the extent that the loans were un- 
secured—$1,230. However, since the cor- 


poration became insolvent before it 


commenced operations on packing 
clothing, the loans made by the part- 
nership are held to be in no way con- 
nected with the partnership’s business 
and were therefore not deductible by 
it as a business bad debt. Giepen, TCM 
1957-6. 


° WHAT IS INCOME 


Compensation not excludable simply 
because labeled “subsistence.” The mere 
designation by a 1955 South Carolina 
law of a portion of the compensation 
paid police officers as a “subsistence 
allowance” will not serve to exclude such 
amount from taxable income under Sec- 
tion 120 of the Code. That section ex- 
cludes a subsistence allowance to a police 
officer up to $5 a day, but, the IRS 
states, it must be “designated to provide 
for the cost of subsistence expenses in- 
cident to the performance of police 
duties.” The Service notes that South 
Carolina patrolmen are assigned terri- 
tories allowing them to eat all meals at 
home and that they receive $7.50 extra 
if away. The new law, it says, makes 
no change except in the title applied 
to part of the policeman’s compensation. 
Rev. Rul. 57-46. 


Goethals’ retirement pay not a gift. 
In appreciation for the work entailed in 
building the Panama Canal, Congress 
enacted in 1915 a special retirement act 
for participants in the project. ‘Those 
who had spent three years in the Canal 
Zone could retire at any time at three- 
quarters pay of the next highest rank 
held at retirement. Taxpayer Goethals 
retired in 1919. He claimed the retire- 
ment pay was a gift since the services had 
been performed before the act was 
passed. The court holds that the retire- 
ment pay is taxable income. The court 
refuses to distinguish between an officer 
who fulfills the requirement for retire- 
ment at the time a more liberal act is 
passed and one who later qualifies. 
Goethals, Ct. Claims, 1/16/57. 


Fellowship award for 1953-1954 subject 
to beth Codes. The portion of a fellow- 
ship grant for the academic year 1953- 
1954 received in 1953 as a part of a 
Rockefeller Public Service Award in 
recognition of outstanding service by a 
civilian in the Federal Government con- 
stitutes a gift under the 1939 Code. The 
award was for recognition of achieve- 
ment and for training and not the 
research 


advancement of a specific 
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project..That portion of the award re- 
ceived in 1954 is covered by the specific 
rules of the 1954 Code on fellowships. 
The grantor is tax exempt and the tax- 
payer is not a degree candidate. Con- 
sequently $300 a month is exempt. Rev. 
Rul. 57-50. 


Dealer’s discount to investors is not 
original issue discount. The Code pro- 
vides that discount on issue of municipal 
bonds is exempt when the discount is in 
effect collected at sale or redemption of 
the bonds. The Service rules here on 
the meaning of discount “on issue.” A 
dealer purchased several series of muni- 
cipal bonds from the municipality at a 
single price about equal to their total 
face amount. The dealer then offered 
and sold the bonds to the public at 
different prices for each series ranging 
from $121 per $100 face amount down 
to $68 per $100 face amounts. Though 
the city was prevented by law from issu- 
ing bonds at a discount, it was obvious 
that it was intended that the dealer 
would resell at a discount. However, the 
IRS holds that the discount at which 
the dealer sold the bonds is not exempt. 
Ihe bonds were not “issued” at a dis- 
count. Rev. Rul. 57-49. 


Tax consultant makes good the tax his 
error cost; not income to client. Tax- 
payer received a sum of money from her 
tax consultant as recompense for an 
error made by him in the preparation of 
her return. The IRS holds that the re- 
covery is not income up to the amount 
of tax which taxpayer was required to 
pay because of the error. The remainder 
of the recovery covering interest on the 
deficiency and the consultant’s fee is in- 
come. Rev. Rul. 57-47. Similary Clark, 
40 BTA 333, Acq. IRB 1956-7. 


Distinguished teacher award is nontax- 
able. An award presented by a charitable 
foundation to a distinguished teacher in 
recognition of past educational achieve- 
ment is nontaxable. Code Section 74(b) 
excludes awards in recognition of 
achievement if the recipient is selected 
without action on his part or does not 
render services thereafter. Rev. Rul. 
57-19. 


“Kickbacks” are taxable income despite 
liability for repayment. Prosecuted on 
the theory of unreported bribes, tax- 
payer denied he was bribed. He said he 
embezzled from a_ political campaign 
fund the funds not reported as income. 
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The Government's evidence indicated 
that the money was a kickback for pro- 
curing municipal contracts. Taxpayer 
pointed out that the state law required 
local officials to take steps to recover 
kickbacks. The Circuit Court upholds 
conviction. He treated the money as his 
own; until it is reclaimed it is income. 
Wyss, CA-7, 1/11/57. 


Initial contributions to community TV 
antenna system are income, not a gift or 
capital contribution. Taxpayer con- 
structed and operated a community 
antenna television system. Only those 
persons who made contributions to tax- 
payer’s system were eligible to use it 
upon further monthly 
charges. A contributor could not trans- 
fer his eligibility, but he remained 
eligible even though he moved to a 
different section of the area. The court 


payment of 


holds the “contributions” were not gifts 
or contributions to capital; they were 
part of the payment for services rendered 
or to be rendered and were therefore in- 
cludible in taxpayer’s gross income. One 
dissent. The court should follow Cuba 
Railroads (268 U. S. 628) in which sub- 


sidies by the Cuban government were 


held not income, rather than rely on “a 
gradually but persistently broadening of 
the concept of income exemplified by 
Glenshaw Glass” [Triple damages are 
income]. Teleservice. Co. of Wyoming 
Valley 27 TC No. 84. 


Escrow payments originally expensed 
are ordinary income when refunded. 
Upon acquisition of a defense-housing 
unit, taxpayer made escrow payments to 
the mortgagee to be applied in payment 
of estimated taxes, assessments, and in- 
surance premiums. When the unit was 
sold, the mortgagee refunded the escrow 
accounts. Since taxpayer never reflected 
the original escrow payments as an ad- 
justment of the cost or selling price of 
the property but took them as an ex- 
pense deduction, he is required to re- 
port the refund as ordinary income. 
Monday, Jr., TCM 1957-1. 


Strike benefits are income. Strike-bene- 
fit payments paid by a labor union as a 
result of a strike constitute income to 
the recipients even though distributed 
on the basis of need and regardless of 
whether the recipients are union mem- 
bers. Rev. Rul. 57-1. 


OTHER ACCOUNTING DECISIONS 


Landlord assigns leases to his wife; 
rent taxable to her. Taxpayer owned a 
business building with apartments 
above. From 1938 he had been in the 
habit of assigning his leases with var- 
ious tenants to his wife and reporting 
the gifts. She paid the tax on the income 
(the facts do not reveal the treatment 
of depreciation and other expenses). For 
the years involved here, two leases were 
written for five- and ten-year terms. 
[wo were oral and month to month. 
laxpayer had made written assignment 
of the first two and recorded that 
assignment. He made oral assignment of 
the other two. The court holds that be- 
cause the month-to-month leases could 
end at the taxpayer’s option at any 
month, the assignment gave the wife no 
property interest. The rent is taxable 
to the husband. The assignment of the 
other two leases did however give the 
wife a property interest; it was more 
than a mere transfer of future income. 
The case is therefore distinguishable 
from Horst in which the gift of coupons 
from a bond was held not to shift the 
taxability of the interest when collected. 
Che wife is taxable on the income from 
these leases. Shafto, DC SC, 1/2/57. 


Rentals taxed to owner of property even 
though channeled to parents. Taxpayer 
permitted her aged parents to occupy a 
house which she owned. One of the 
rooms was rented out. The rental in- 
come is held includible in taxpayer's in- 
come even though it was paid directly to 
the parents and spent by them. Palmieri, 
Jr. 27 TC No. 83. 


Tenancy in common not a joint venture; 
litigated profits are income in year of 
recovery. From 1934 through 1949 tax- 
payer was a tenant in common in rental 
properties with his sister. Beginning in 
1942, she claimed all the income and 
paid him nothing. Through litigation, 
taxpayer recovered in 1950 his one-half 
share of all rents received by his sister 
during the period 1942 through 1949. 
Taxpayer had contended he was actually 
a joint venturer with his sister and as 
such was entitled to include his “part- 
nership” income in the years it was 
earned. The court holds that the ten- 
ancy in common was not a joint ven- 
ture, that the recoveries constituted a 
disputed sum which was includible in 
income in the year recovered. A deduc- 
tion in 1950 against the recovered in- 
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come for depreciation on the rental 
properties from 1934. through. 1949 is 
denied. The dispute, while delaying the 
accrual of income, had no effect on de- 
preciation. Kelly, TCM 1957-7. 


Basis of inherited remainder interest 
is value at date of death. Taxpayer's 
great-grandfather died in 1883, leaving 
to his children a life interest in certain 
real estate and the remainder over to 
taxpayer. Taxpayer contended that 
under state law she had only a con- 
tingent interest until the last life tenant 
died in 1951 and that her basis for the 
property is the value then. The Tax 
Court holds that the interest in the 
property was acquired by bequest in 
1883 without regard to the exact nature 
of the interest under state law. Accord- 
ingly, the valuation date for determining 
gain was the fair market value on 
March 1, 1913. Robinson, TCM 1957-8. 


When-issued contract has zero basis 
unless paid for. The Service clarifies its 
stand on the tax treatment of dealings 
in securities on a when-issued basis. It is 
improper to construe a previous ruling 
as implying that such a contract for 
which taxpayer paid nothing can have 
a basis other than zero. Though taxpayer 
may have an obligation, the contract is 
wholly executory and the Service will 
not recognize an exec utory contract as 
an obligation of taxpayer prior to its 
performance. Rev. Rul. 57-29. 


Gambler’s loss disallowed; records in- 
adequate. In a prior opinion, the Tax 
Court refused to allow the gambling 
losses claimed by taxpayer but did allow 
$3,000 more than the Commissioner. 
Upon appeal, the Ninth Circuit re- 
manded the case because the findings of 
fact were not sufficiently definitive. The 
Tax Court stands by its original adjust- 
ment. Taxpayer based his case almost 
entirely upon his own and _ his ac- 
countant’s testimony, and the court of 
appeals noted the trier of the facts has 
the right to disbelieve taxpayer and his 
associate. Showell, TCM 1957-22. 


1948 loss must first be carried back two 
years. A net operating loss in 1948 is 
not allowed as a carryback to 1947 be- 
cause taxpayer failed to establish his 
adjusted net income for 1946. A 1948 
loss must first be carried back to the 
second preceding year before being ap- 
plied to the first preceding year. Giepen, 
TCM 1957-6. 
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New proposed Regulation threatens most 


personal-service corporations with PHC tax 


by MILTON N. MOUND & JULES ROTH 


When the IRS set out recently to clamp the lid on what it called “20 companies 


producing television shows” it actually exposed thousands of personal-service corpo- 


rations to the near-fatal personal holding company surtax. The business community 


is just now waking up to the fact that the effect of this proposed Regulation would 


be a disastrous tax burden to these small corporations. This threat is incorporated 


in an innocous-sounding redefinition of PHC income. To make matters worse, the 


proposed Regulation would be retroactive to December 31, 1953. The following 


short article, prepared by Messrs. Mound and Roth of Lewis & Mound, N. Y 


. attor- 


neys, at the invitation of the editors, reveals the catastrophic nature of the proposal. 


| NEW REGULATION, proposed by the 
Internal Revenue Service in the 
1956 


a disarmingly simple new 


November 16, Federal Register, 
consists of 
definition of “personal holding com- 
pany income.” If that seemingly innocu- 
ous change is made, it will bring havoc 
to thousands of corporations, thereby 
automatically classified as a_ personal 
holding company and subjected to the 
confiscatory tax of 75% on the first 
$2,000 and 85% on the balance of all 
undistributed surplus earned since De- 
1953. 


proposed 


cember 31, 
The 


affects corporations which render per- 


Regulation directly 


sonal services as distinguished from mak- 
ing and selling products. Their tax ad- 


visors should carefully study the pro- 


posal and its possible effects. Companies 


involved would include construction 


general contractors and subcontractors, 
advertising agencies, talent and literary 


agencies, public relations firms, real- 


estate management, development, and 


brokerage firms, management consult- 


ants, marketing and _ packaging 


con- 


sultants, customs brokers and forward- 


ing agents, food and produce brokers, 
architects and 


resident-buying offices, 


engineering companies, and _ television, 


motion-picture, theatrical and radio pro- 
ducing and packaging companies, among 
others. 


Changing personal service definition 

\ “personal service company” was 
first defined and penalized in the Rev- 
1937, the 


which 


enue Act of pertinent provi- 


sions of have been reenacted 
1954 Code, Sec- 


to 543. Section 542 defines a 


without change in the 
tions 541 
“personal holding company” as a corpo- 
ration in which (1) at least 80% of its 
gross income for the taxable year is 
“personal holding company income” as 
defined in Section 543, and (2) more 
than 50% of its stock is owned by not 
more than 

Most corporations engaged in the 


personal-service industries are relatively 


five individuals. 


small privately held firms which come 
under (2) of the definition, but up to 
now have escaped the penalty because 
they do not come under (1) above. 
“Personal holding company income’’ is 
defined in Section 543(a)(5) to include 
all amounts received under a contract 
under which the corporation is to fur- 
nish personal services where those serv- 
ices are performed by one individual 
who owns at least 25% of the stock. 


Relatively few personal-service contracts 
are so simple that they can be performed 
by only one individual and do not re- 
quire essential services by other persons. 
This definition was designed to protect 
and eliminate the vast majority of 
personal-service contracts. 

However, the Service now seeks to 
invert that definition of “personal hold- 
ing company income” by the new pro- 
posed definition: 

“(ii) The fact that the contract, in 
addition to requiring the performance 
of services by a 25 per cent stockholde1 
who is designated or who could be desig- 
nated (as specified in section 543 (a)(5) 
and subdivision (i) of this subparagraph) 
requires the performance of important 
and essential services by other persons 
is immaterial and all amounts received 
under such contract constitute personal 
holding company income.” 

Most corporations in the personal- 
service industries will find that at least 
80% of their gross income is received 
for services rendered by their staff, in- 
cluding a stockholder owning 25% or 
stock, 
proposed definition, they will be classi- 


more and, therefore, under the 


fied as “personal holding corporations.” 
If this proposal imposed the penalty 
on future earnings only, it would be 
serious enough, but it is to be retro- 
active to include “taxable years be- 
ginning after December 31, 1953 and 
ending after August 15, 1954,” thus sub- 
jecting these corporations to a confisca- 
tory effective tax of 85% on all un- 
distributed earnings added to surplus 
since December 31, 1953, and prohibit- 
ing socially desirable normal growth of 


small enterprises. 


Intent of Congress 

It appears to us that the proposed 
Regulation is an attempt by the Service 
to usurp Congress’ exclusive legislative 
powers, not merely by making new law 
in an area Congress overlooked, but by 
making new law diametrically opposed 
to Congressional enactment. 

In 1937 
Revenue Helvering, in support of his 


Commissioner of Internal 
request for the enactment of the present 
statute, told the Congressional Joint 
Committee! that the Bureau sought to 
reach companies such as Cecil B. de 
Mille 
which he said: 


Productions, Inc., concerning 

“This was an incorporation of what 
may be called the ‘earning personality’ 
of Mr. de Mille. In other words, de 


Mille’s earning power was almost the 
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ole corporate asset (emphasis 


added). 


The Committee’s Report emphasized 
that Congress sought to penalize only 
in individual of unique talents who 
formed a corporation to engage in the 
business of “contracting out his serv- 
ices.”2 It was therefore inevitable that 
Section 543(a)(5) refers repeatedly to 
the individual who is to perform the 
ervices.” 

Che only case we have found in which 
Sections 541 to 543 were before any 
court was General Management Corpo- 
ration v. Commissioner.® There the tax- 
payer was a management consulting 
company engaged to rehabilitate a firm 
in financial difficulties. A man named 
Gillam was the principal stockholder 
and head of the consulting company. 
In performing its services, it furnished 
not only Gillam but also some account- 
ants and statisticians who helped him. 
In that case, the Seventh Circuit, by a 
divided court, held as personal holding 
income the entire 


company amount 


which the company received, even 
though the court agreed that some in- 
cidental ministerial services had been 
performed by persons other than Gillam. 
In describing those services, the court 
found that they “consisted, obviously, of 
preparation of the mechanical tools 
necessary to efficient discharge of all of 
his (Gillam’s) functions as administra- 
tive and controlling head . . . They are 
the trowel of the mason, the plane of 
the carpenter, the nurse assisting the 
physician.” 

rhe brief submitted to that court on 
the Commissioner’s behalf urged that 
the services of the other persons were 
purely incidental and ministerial. The 
Bureau argued that the first question “‘is 
whether the services which were to be 
performed by others, not designated in 
the contract, were merely incidental to 
those which Gillam was designated to 
perform.” After urging the affirmative 
repeatedly, the Bureau concluded: 

“We have undertaken thus at length 
to explain the situation facing Congress 
at the time of the enactment of the 
Revenue Act of 1937, in order to show 
that, by adding Section 352(e) to the 
1936, it intended to 
talent 


escaping the 


Revenue Act of 


prevent incorporated income 


from thereafter surtax 


upon the individual whose talents alone 
| 


Page 148, Report of Hearings before Joint 
Committee on Tax Evasion and Avoidance, 75th 
Congress, Ist session, June 17 to 24, 1937. 

Ways & Means Committee Report No. 1546, 
August 5, 1937. 

2135 F2d 882 (1943), cert. denied, 320 U.S. 757. 
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produced or could produce income for 
the corporation to which he had trans- 
ferred the right to sell them.” (emphasis 
added). 

The Service now seeks to reverse the 
decision it obtained in that court, re- 
verse its own contentions before that 
court, and reverse the clearly expressed 
Congressional intent by now directing 
that where a contract for personal serv- 
ices requires the performance of services 
by a twenty-five per cent stockholder and 
the fact that it “requires the perform- 
ance of important and essential services 
by other persons” is immaterial and 
all amounts received under such con- 
tract (are imputed to the stockholder 
and) constitute personal holding com- 
pany income. 

As the result of a Press Release issued 
by the Service, the impression was 
created that the proposed Regulation 
would affect only about 20 companies 
filmed 
their representatives 


producing live and television 


shows. Some of 
filed protests and a public hearing was 
held in the Treasury Building on Jan- 
uary 24, 1957. As far as we know, no 
representative of any of the numerous 
service mentioned 


personal industries 


above presented any protest, for the 


New Rulings ease the 


obvious reason, we believe, that they 
did not realize that they are involved. 
However, we hope that it is still not too 
late for the tax attorneys and account- 
ants representing them to alert their 
clients and their industries to the present 
danger. If enough protests are filed with 
Secretary Humphrey and the Senators 
and Congressmen, the proposed Regula- 
tion may still be defeated. 

Aside from the serious substantive tax 
questions here involved, this develop- 
ment emphasizes the necessity for tax 
men (and taxpayers as well) to be alert 
to implications of all proposed Regula- 
tions. Publication in the Federal Regis- 
ter as required by law “is often not 
enough, as in the present case. Press re- 
leases by the IRS should help, but in 
the present case the release seems to have 
ignored the serious effects collateral to 
the IRS’ While 
publications and research activities in 


announced purpose. 


the tax field can do much to reveal 
these hidden side effects, no one knows 
his own situation so well as the man in 
it. It seems to us that this means each 
tax practitioner (and even more, each 
taxpayer) must read tax news with his 
eye on his own tax condition and pos- 
sible trouble spots. ” 


way for certain 


redemptions, reorganizations and splitups 


=. FLoW of significant and timely 
rulings construing the complex 
Subchapter C provisions continues. The 
latest rulings shed new light on redemp- 
tions, reorganizations and splitups. 

We noted in the January 1957 issue 
that the Service approved a redemption 
of parents’ stock where the son re- 
mained in the business. Rev. Rul. 56-556 
(1956-45 IRB, p. 6). The hurdle in that 
Ruling was compliance with the ten- 
year forward-freeze rule, under which 
the parents had to “promise” to stay out 
of the corporate business for ten years 
after the redemption on pain of the 
302(c). That 
requirement was mentioned again in 
Rev. Rul. 56-584 (1956-47 IRB, p. 10) 
but the vital feature of this Ruling is 


dividend tax of Section 


the demonstration of the possibility of 
overcoming the curse of the ten-year 
freezeback requirement. 

In Rev. Rul. 56-584, a 
given his son a 7% common stock in- 


father had 


terest in the family corporation only 
five years before the proposed redemp- 


tion. This gift was made to encourage 
the son’s interest in the business, he 
then being a junior executive. Later, 
however, the corporate activities di- 
minished and apparently the young man 
decided to leave the family corporation 
and go into another unrelated business. 
He requested the corporation to redeem 
all of his stock, and it did so. 

Now, of course, in this situation the 
son was stuck with the constructive own- 
ership of his father’s stock [not his 
brothers’ stock, however, under Section 
318(a)] and hence, he could comply with 
the complete termination rule of Section 
302(b)(3) 
actually stayed completely out of the 


only if he agreed to and 
business as a stockholder, employee or 
director for ten long years. Even if this 
requirement were satisfied he had a 
further major hurdle. Inasmuch as he 
had received his stock or “forbidden 
fruit’ within ten years prior to the re- 
demption, his constructive ownership 
through the father prevented a complete 
termination unless the gift from the 
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father did not, under Section 302 (c)(2) 
(B) “have as one of its principal purposes 
the avoidance of Federal income tax.” 
rhis catchy language of the statute 
had bothered several tax men, since they 
assumed that many gifts of stock were 
made to minimize income taxes. How- 
ever, in this case, since the stock gift 
had been made originally as an incen- 
tive to encourage the son’s interest in 
the business, the Service was satisfied 
that this was a bona fide business rea- 
son. Moreover, and this was important. 
there was at the time of the gift no plan 
to redeem the stock. Accordingly, it was 
ruled that avoidance of income tax was 
not a principal purpose of the gift. 
Rev. Rul. 


as a sensible and realistic application 


56-584 will be welcomed 


of this restrictive statute. 

The Ruling leaves us with one cau- 
tious note. In permitting capital gain 
treatment for this redemption, we are 
twice reminded that it applies “to the 
extent that the consideration received 
by the son on the redemption . . . was 
no greater than the fair market value of 
the shares so redeemed.” While no ex- 
planation of this limitation is given, we 
take it to mean that if the son were 
paid in redemption more than the stock 
was worth, the excess might be con- 
sidered as a gift, or dividend or pos- 
sibly additional compensation. Thus, in 
a redemption of closely held stock it 
may be appropriate in some cases to 
have an appraisal made to establish the 
fair market value of the stock. 

Most tax men envision an issuance of 
new shares and exchange of old stock 
for new as basic to a typical reorganiza- 
tion. Rev. Rul. 56-654 (1956-51 IRB, p- 
12) will serve as a reminder that there 
can be a recapitalization and hence a 
reorganization by a mere amendment 
to the articles of incorporation, such as 
one which increases the redemption or 
liquidation value of the preferred stock. 
This amendment was designed to reduce 
the value of the common stock so as to 
permit an officer of the corporation to 
buy 10%, of the common stock at a price 
he could afford to pay and to eliminate 
any possibility of his sharing in the 
prior earned surplus. 

This amendment was considered by 
the Service to have resulted in sub- 
stantial changes, and in substance an 
exchange of the preferred stock and a 
portion of the common stock. It was, 
declared the Service, as effective to ac- 
complish a recapitalization as if there 


had been an actual exchange of new 
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certificates for the old shares of the firm. 

Fortunately in Rev. Rul. 56-654, the 
taxpayer of this ‘constructive exchange” 
received tax-free treatment. Others who 
amend their articles without a physical 
exchange of stock and who accomplish 
a major change in stockholders’ rights 
may not be so fortunate. They might 
later discover the amendment consti- 
tuted a taxable reorganization, or per- 
haps a reorganization with taxable boot 
under Section 356. Hence, careful plan- 
ning dictates that all such amendments 
should be carefully considered in light 
of booby traps buried in the reorganiza- 
tion sections of Subchapter C. 


Cash transfer before a splitup 


One of the interesting puzzlers that 
some tax men had previously raised was 
whether it was possible to transfer cash 
or perhaps liquid assets from one corpo- 
rate division to another division prior 
to a corporate splitup under Section 355. 
Che purpose of the transfer of cash in 
Rev. Rul. 56-655 (1956-51 IRB, p. 11) 
was to equalize the holdings of two 
brothers, each of whom owned 50% of 
the stock in a furniture and appliance 
corporation. One managed the furniture 
branch; the other managed the ap- 
pliance branch. Apparently because of 
conflicts, a corporate splitup was con- 
templated. The equalizing cash transfer 


was properly ruled not to prevent com- 
pliance with Section 368(a)(1)(D) and 
Section 355. 

In departing from Rev. Rul. 56-655, 
we will only note the obvious caution 
that in accomplishing the process of 
equalizing, the cash should be trans- 
ferred between the corporate divisions 
and not distributed directly to either 
shareholder, i.e., unless the recipient de- 
sires a taxable dividend. 


Indirect control insufficient 


While we have not briefed the point, 
it would seem that the Service has taken 
a very narrow view of the control pro- 
visions under Section 368(c). In Rev. 
Rul. 56-613 (1956-49 IRB, p. 10), a 
parent corporation acquired all the Class 
A voting stock of corporation X, and its 
subsidiary corporation had _ previously 
acquired all the Class B voting stock. In 
holding this acquisition by the parent of 
the Class A stock for its own stock did 
not qualify as a reorganization, the 
Service concluded that “control” under 
Section 368(c) meant direct ownership of 
the stock of X [legal title] and not prac- 
tical control. We think a strong argu- 
ment could be made (absent an indica- 
tion of contrary Congressional intent) 
that a parent corporation has the re- 
quired control through ownership of the 
stock of its wholly owned subsidiary. 


Troubled cor poration cheers stockholders 


with news of operating loss tax refund 


W' NOTE WITH INTEREST and some 
amusement the recent tendency of 
some industrial concerns to discuss and 
reveal to the public their private tax 
planning. Occasionally tax gimmicks 
and advantages are used as a means of 
bolstering the jaded hopes of unhappy 
shareholders. 

Goebel Brewing Co. recently issued 
a news release (through a_ professional 
stockholder-and-financial relation or- 
ganization) which offered a tidy tidbit 
to its shareholders to demonstrate that 
a tax break can make good news out of 
what might seem to many readers to be 
rather bad news. It seems that Goebel 
Brewing had discontinued the manufac- 
ture of Guinness Ale and Beer in its 
Oakland California plant. It fortunate- 


ly found a buyer and sold the property 
for $400,000, thereby sustaining a fat 
loss. A recent issue of Forbes Magazine 


(Feb. 1, 1957) states the loss to be $340,- 
000 but that Goebel claims it will more 
than make up the loss by becoming 
eligible for a $500,000 refund for its 
1954 income taxes, as a result of the 
book loss. 

Neither the news release nor the 
Forbes comment explains the mathe- 
matics involved or how the tax benefit 
so greatly exceeded the amount of the 
loss. It must be assumed that the com- 
pany is relying on a carryback to secure 
a refund of the prior year taxes. We are 
apparently not concerned with any Sec- 
tion 269 problem here. Our only point 
is that an unhappy situation can be 
presented quite favorably to share- 
holders by appropriate stress of its tax 
aspects. And, of course, the modern 
shareholders generally seem to be more 
sensitive and aware of their corporate 
tax picture. 
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Che oil industry is a prime example 
of that point, and there we find share- 
holders more concerned with “‘cash flow” 
per share (i.e., after depletion, dry-hole 
expense, etc.) than the usual test of net 


profits per share. Altogether Uncle Sam 
seems to be the major stockholder of 
most corporations, and occasionally he is 
willing to forgo a portion of his usual 
cut of the profits. ¥ 


A) corporate decisions this month 


Stockholder advances were capital, not 
loans; bad-debt deduction denied. Tax- 
payer was one of three stockholders who 
advanced some $35,000 to their corpo- 
ration, of which $30,000 was treated as 
a loan. Taxpayer claimed a_ bad-debt 
loss on its failure. The court holds the 
entire loss is a capital loss. These facts 
are relied on by the court: ratio of 
total capital to total debt, especially in 
view of the speculative nature of the 
business; use of the money by the corpo- 
ration to start in business; uniform ratio 
of each stockholder’s loan to his stock; 
delay in issuance of stock certificates 
until the sale of the stock; lack of 
documentary evidence of the issuance of 
notes which had no fixed maturity date 
and on which no interest was ever paid. 
Silverstein, DC N. Y., 1/10/57. 


One loan not a business; Tax Court 
reversed on bad debt. Taxpayer or- 
ganized a corporation to produce a 
movie, paid $14,000 for the stock and 
lent an additional $11,000 (subordinated 
to bank loans). He personally guaran- 
teed completion of the film, and under 
his guaranty advanced an additional 
$53,000. The Tax Court allowed the 
$53,000 as a business bad debt. This 
court reverses. The taxpayer’s business 
is not that of the corporation. Creating 
the corporation did not put taxpayer 
into the business of producing or financ- 
ing the film. This was the only time in 
which taxpayer produced or financed 
a film. A direct loan and a guaranteed 
bank loan should produce the same 
economic and tax consequences. 
Schaefer, CA-2, 1/10/57. 


New preferred held not to qualify as 
a replacement of public utility stock. 
Che Code allows a public utility a credit 
for dividends it pays on preferred issued 
prior to 1942. On preferred issued after 
1942, the credit is allowed only if the 
issuance was to refund pre-1942 debt or 
preferred, either its own or a predeces- 
sor’s. The Service holds that the credit 
applies only if the pre-1942 preferred 
was stock of a public utility entitled to 
the credit.-Rev. Rul. 57-45. 





Unauthorized corporate withdrawals to 
pay gambling debt net a dividend. Tax- 
payer lost a large sum of money 
gambling. He withdrew money from 
four family-owned corporations in which 
he was an officer and stockholder, hope- 
ful that his luck would change and 
that he would be able to restore all the 
unauthorized withdrawals. In fact, he 
did have substantial winnings, which 
together with his salary he deposited in 
the corporate bank accounts as partial 
repayment, but his winnings were never 
sufficient to offset the withdrawals com- 
pletely. After considering all the evi- 
dence, the court concludes that taxpayer 
intended that the withdrawals be loans 
and that they therefore did not repre- 
sent distributions of dividends or capital. 
Freeman, TCM 1957-14. 


No formal written plan required for 
tax-free reorganization. Taxpayer corpo- 
ration acquired substantially all the 
assets of another corporation in ex- 
change for its voting stock. Although 
no written plan was executed, the vari- 
ous steps leading up to the acquisition 
were held to evidence a plan of tax- 
free reorganization. Thus the basis for 
the acquired assets was the same as 
the basis in the hands of the transferor. 
The Tax Court rejected taxpayer’s argu- 
ment that it had agreed to repurchase 
stock from the transferor, that the agree- 
ment was the equivalent of cash, and 
that the transfer was therefore not 
“solely” for voting stock. The Tax Court 
found that the agreement did not 
affect the exchange because it was made 
by the stockholders individually and not 
by the corporation. This court affirms. 
Transport Prod. Corp., CA-6, 12/26/56. 


Redemption of preferred not substan- 
tially equivalent to a dividend. The 
district court had held that a redemp- 
tion of preferred was substantially 
equivalent to a dividend. It noted some 
business reasons but concluded they did 
not outweigh the transmission of current 
earnings to stockholders. This court 
reverses. The lower court erred in mak- 
ing business purpose the test. The true 
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test is net effect. Here the net effect 
differed from that of a dividend in two 
respects: (1) various stockholders who 
held preferred and common in different 
proportions would have received differ- 
ent sums if the funds had been dis- 
tributed as a dividend on common in- 
stead of in redemption; (2) the interest 
of each stockholder in the corporation 
was substantially changed. [Though the 
1954 Code provides specific rules for 
determining whether a redemption is 
disproportionate and therefore not a 
dividend it also has a general rule that 
redemptions receive capital treatment if 
they are not essentially equivalent to a 
dividend. Ed.| Northrup, CA-2, 1/8/57. 


Withdrawals by officer-stockholder were 
loans, not dividends. The Commissioner 
contended that withdrawals made by 
taxpayer from controlled corporations 
were dividends rather than loans be- 
cause there was no security for the 
amounts withdrawn, the withdrawals 
were not evidenced by notes, and they 
did not bear interest. The court rules 
the withdrawals were nevertheless loans. 
There was a clear intent to create a 
debtor-creditor relationship and the tax- 
payer had entirely repaid the with- 
drawals before he had any notice of the 
Commissioner’s contention. Dalton, 
TCM 1957-20. 


Withdrawal of assets prior to sale of 
corporation a dividend to seller. After 
taxpayer agreed to the sale of the stock 
of his wholly owned corporation but 
before the actual sale and delivery, he 
withdrew cash, accounts receivable and 
insurance taxpayer 
asserted these represented the first pay- 
ment by the buyer, the court taxes them 
to him as a dividend. It finds the whole 
transaction was a single integrated op- 
eration carried out in prearranged steps 
whereby assets representing the earned 
surplus would be transferred to tax- 
payer. Mayer Estate, DC La., 9/7/56. 


policies. Though 


Payments on redeemable preferred were 
dividends, not interest. Taxpayer-corpo- 
ration was indebted to one of its stock- 
holders on notes for advances. To facili- 
tate borrowing from outside sources, the 
corporation issued nonparticipating 
cumulative preferred stock to the stock 
holder for his notes. The corporation 
argued that since it was obligated to re- 
tire the preferred at fixed dates, the 
stock was a substitute for and equivalent 
to the original indebtedness and accord- 
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ingly, the dividends paid thereon were 
in reality interest payments. The court 
holds that in spite of the definite matur- 
ity date, the treatment of the preferred 
on the corporate records indicated an 
intention to treat the securities as stock 
rather than indebtedness. Confidential 
Loan Corp., TCM 1957-21. 


Cash in stock-for-80%-of-stock acquisi- 
tion loses exemption but only boot is 
taxed. Taxpayers were stockholders of 
Binkley Coal which was acquired by 
Truax. Truax gave its stock for 80.19% 
of Binkley stock but gave cash for the 
rest. The Commissioner argued that the 
“solely” for stock applies not only to 
the definition of exchange (securities of 
a party to a reorganization exchanged 
solely for stock) but also to the defini- 
tion of reorganization (acquisition sole- 
ly for its voting stock of at least 80%, 
of shares of another). The court agrees; 
it finds no case directly in point but 
follows the rule applicable to stock-for- 
(Air 
130 F2d 145). The exchange is outside 


asset reorganizations Reduction, 
the exemption and taxable. Taxpayers 
also argued that the cash must be treated 
as boot and that since they received 
no cash they have no tax. The court 
agrees; except for the boot the trans- 
action would have been taxable, the 
Code rule applies, and no gain is recog- 
nized because these taxpayers received 
no cash. Howard, CA-7, 12/11/56. 


Exchange of oil payment for ranch is 
not taxable. The Code provides that the 
exchange of property held for produc- 
tive use or investment solely for prop- 
erty of a like kind is not taxable. Tax- 
payer exchanged his right to limited 
overriding royalties of oil payment in- 
terests for the fee simple title to real 
estate. The Tax Court said the nature 
of the rights given up (overriding royal- 
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ties) was not “like” the nature of the 
rights acquired (fee simple title) because 
the limited mineral interest expired 
when a fixed sum was realized from it. 
The appellate court reverses; both were 
interests in land; Fleming, CA-5, 2 
11/57. 


Divisive reorganization taxable; no con- 
tinuity of interest (old law). In 1948 
two equal stockholders of a Florida 
cattle ranching corporation differed so 
sharply over policy that they decided 
to split the business, transferring part 
to each but leaving part for joint opera- 
tion. They had the corporation transfer 
certain properties to two new sub- 
sidiaries. —The parent then exchanged 
the stock of the subsidiaries for its own 
stock which was held by the individuals 
in such proportions that each individual 
had all but one share in one corporation 
holding assets he wanted to control, and 
half the shares in the one holding assets 
they jointly. The ex- 
change was not tax-free because the old 
corporation (or its stockholders) did not 
remain in control of the transferee. The 


would operate 


court points out that the Senate Finance 
Committee noted that the splitup per- 
mitted by the 1954 Code is a change 
from the old law. Williamson, 27 TC 
No. 74. 


Capital loss when treasury stock used to 
buy control of another corporation. Tax- 
payer-corporation purchased some of its 
common stock from the estate of a de- 
1949. The follow- 
ing year it exchanged most of these 


ceased stockholder in 


shares for stock in another company of 
which it was acquiring control. At the 
time of the sale, the market value of the 
stock was $200,000 less than at acqui- 
sition. [The court does not state how 
this Ed.| The court 
allows a loss in 1949; these shares were 


was computed. 


used in the same manner that stock of 
any corporation could have been used. 
[1954 Code Section 1032 prevents recog- 
nition of gain or loss on transfer by a 
corporation of its own stock. Ed.] South 
Penn Oil Co., DC Pa., 11/28/56. 


No dividends under 1939 Code on sale 
of stock of one controlled corporation 
to another. In 1949 taxpayer sold shares 
of stock in one corporation controlled 
by him to another corporation also con- 
trolled by him. The Tax Court held 
that taxpayer realized capital gain; the 
sale did not lack economic reality and 
the price was fair. This court affirms. 


Whether a transaction is real or sham 
is a question of fact; here the Tax Court 
was not clearly wrong. Though this 
reason, it says, would be sufficient ground 
for its opinion, the court adds that this 
transaction differed from a dividend in 
that the purchaser’s surplus was un- 
affected. Pope, CA-1, 1/8/57. 


Corporation not thin; large goodwill 
paid in, though stock not issued for it. 
Three brothers who had operated a 
paint business for many years decided, 
when they learned that one of them 
was seriously ill, to incorporate. The 
corporation had capital of $1,000, bor- 
rowed $50,000, and purchased the busi- 
ness assets with cash and also for notes 
of about $125,000 from the 
The Tax Court held that payments on 


brothers. 


the notes were dividends. This court re- 
verses three issues: (1) 
The Tax Court found there 
intent to repay. This court notes that, 
as was planned, the ill brother left the 
notes in his will to a trustee with direc- 


and discusses 


was no 


tions to invest the proceeds for his 
family. (2) The 


capitalization absurdly thin. This court 


Tax Court found. the 


says the total stock was worth about $1 
million, as shown by the estate tax value 
for the brother who died. The value was 
based on the substantial goodwill and 
earning capacity of the business. Real 
capital of $100,000 and debt of $175,000 
is not thin capitalization. (3) The Tax 
Court found no business purpose. This 
court points to non-tax objectives of 
protecting the brother’s widow by giv- 
ing her a creditor rather than a minority 
stockholder position. [The court does 
not discuss this implication that non-tax 
objectives are the equivalent of business 
purpose. Ed.| Miller Estate, CA-9, 12/ 
27/56. 

Subsidiary’s distribution to parent in- 
sufficient to satisfy preferred stock; loss 
on common recognized. Taxpayer-corpo- 
ration, in liquidating its wholly owned 
subsidiary, received assets insufficient to 
meet the liquidation rights of the pre- 
ferred. It claimed a loss on the common 
despite the provision of 1939 Code Sec- 
tion 112(b)(6) denying gain or loss on 
liquidation of a subsidiary (same as 1954 
Code Section 332). The court agrees. 
The nonrecognition provisions on the 
liquidation of a subsidiary will apply 
only when there is a distribution in 
liquidation of the common or voting 
stock. Here the preferred stock claims 
captured all the assets and there was 


nothing left to distribute to the parent 
as a common stockholder in the sub- 
sidiary. —Two judges dissenting see no 
authority in the Code for giving special 
treatment when preferred is involved. 
his is a liquidation of a wholly owned 
subsidiary; loss should be disallowed. 
Spaulding Bakeries, Inc., 27 TC No. 


de 


Stockholder has taxable gain on com- 
plete liquidation, though pre-1913 ac- 
cumulated earnings distributed. Tax- 
payers owned stock in a corporation 
which liquidated in 1952. Most of the 
distribution in liquidation represented 
earnings accumulated before 1913. The 
court holds that the source of a distribu- 
tion in liquidation is not relevant; tax- 
payer must apply the general liquidation 
rule—excess over basis is capital gain. 
Without discussion, the court merely 
says that the special provision for tax- 
free distribution of pre-1913 earnings 
does not apply to distributions in liqui- 
dation. Schaefer, DC Ohio, 12/10/56. 


Prior years’ income tax assessments not 
deductible for personal holding com- 
pany tax. In computing its personal 
holding company tax liability for 1949, 
taxpayer deducted as Federal income 
taxes “paid or accrued” disputed tax 
assessments for prior years paid in 1949. 
Taxpayer argued that “paid or accrued” 
has its usual meaning — in accordance 
with taxpayer’s system — and that as 
an accrual-basis taxpayer it could deduct 
the prior years’ taxes in 1949, the year 
the dispute was settled. The Tax Court 
had taken this position in Clarion Oil 
but was reversed by the Court of Appeals 
for the District of Columbia (148 F2d 
671) and certiorari was denied. The 
court said the entire scheme of the tax 
was to put a penalty on distributed in- 
come after taxes for that year. The Tax 
Court here adopts that rule and denies 
taxpayer the deduction. Mills, Inc., 27 
rc 72. 


Income from operation of farms is not 
“rent.” Rents are included in personal 
holding company income unless they 
constitute 50% or more of corporate 
gross income. A corporation owning 
farms contracted with farmers to farm 
the property for one-year periods. They 
paid a stated percentage of crops as 
compensation. The corporation kept de- 
tailed records of the operations and exer- 
cised active management and _ supervi- 
sion through an agent. The Tax Court 
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held that the income derived from the 
farm operations was not rent; it was 
income from farm operations. This 
court affirms. Webster Corp., CA-2, 1/ 
17/57. 


Can't switch to separate returns because 
of change in operations of affiliates. The 


deactivation of one subsidiary, and an 


increase in the activities of another sub- 
sidiary, members of an affiliated group 
which file consolidated returns, do not 
constitute “good cause” for granting the 
group permission to file separate re- 
turns. Rev. Rul. 57-3. 


Common parent corporation agent for 
subsidiaries in filing certain elections. 
In the computation of consolidated tax- 
able income, the scope of the agency 
given to the common parent by the 
subsidiaries includes, under the Regu- 
lations, the making of such elections on 


behalf of a subsidiary as the subsidiary 
could make without expressed approval 
of the Commissioner if separate income 
tax returns were filed. Rev. Rul. 57-20. 


Corporation acquired for liquidation 
not an affiliate. The parent corporation 
of an affiliated group which files con- 
solidated income tax returns acquired 
the stock of an outside corporation to 
obtain its assets. These assets were 
actually acquired through liquidation in 
the same taxable year. The IRS holds 
that this acquisition won’t permit a new 
election by the affiliated group to file 
separate returns. There is no change in 
the affiliated group; the new corporation 
does not become a member of the affili- 
ated group. The test is the intent of the 
parent at the time of the acquisition; 
here the intent was merely to acquire 
the assets of the outside corporation. 
Rev. Rul. 57-53. 
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Employees’ association not exempt sav- 
ings bank; it speculated. Taxpayer was 
created for the exclusive benefit of em- 
ployees of a bank. No compensation was 
paid to the management; it made small 
loans to employees of the trust com- 
pany, as well as other investments. In 
1943, taxpayer bought some land, sub- 
divided, and sold it. In 1949, 1950, and 
1951, other real property was acquired 
and improved. The taxpayer contended 
that, in the latter years, it was an ex- 
empt mutual savings bank. The Fifth 
Circuit here affirms the district court’s 
holding that the speculative nature of 
these transactions branded the associa- 
tion as profit-making and not strictly a 
savings bank. Therefore it is not exempt. 
Guaranty Employees’ Association, CA-5, 
1/18/57. 


To be exempt, the organization itself 
must operate as charity. The Service 
denies exemption to a corporation or- 
ganized to conduct home shows and 
whose net earnings are to be paid as 
rent to a county recreational board. 
That the organization’s profits inure to 
a public body, the Service rules, is not 
sufficient to secure exemption. The or- 
ganization itself must operate for chari- 
table or similar purposes. Rev. Rul. 57- 
52. 


Contributions to “People-to-People Pro- 
gram” Committees are deductible. Con- 


tributions to committees organized to 
carry out the “People-to-People Pro- 
gram” (formed pursuant to the Informa- 
tion and Educational Exchange Act to 
increase understanding between the 
people of the U. S. and the people of 
other countries), and out-of-pocket ex- 
penses incurred by individuals in form- 
ing and rendering volunteer services to 
such committees, constitute allowable de- 
ductions as contributions made to or for 
the use of the U. S. Rev. Rul. 57-38. 


Doctors can deduct contributions to 
foundation that owned clinic building. 
Several doctors, who were associated in 
the operation of a clinic and who owned 
a real-estate corporation, created a 
foundation to which they transferred the 
clinic equipment and had the corpora- 
tion transfer the clinic’s building. The 
Tax Court found the charitable activity 
incidental to its function of maintain- 
ing and improving the buildings for the 
clinic. This court reverses. Though the 
Tax Court had relied mainly on what 
it characterized as inadequate charges 
to the clinic for parking lot and im- 
provements, this court regards the park- 
ing-lot rentals as insignificant and notes 
that total rents in later years were ade- 
quate. The foundation was organized 
and operated exclusively for charitable 
purposes, and contributions to it are 
consequently deductible. Bowman, CA-8, 
1/22/57. 
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Deferred-compensation plans today: their 


status, their forms, and their uses 


by LAURENCE F. CASEY 


This article is a report on the present situation in deferred compensation. It draws 


together many new developments, including proposed rulings by the Treasury and 


the current legislative picture, to give tax men a broad view of what is new and 


what may be expected in compensation plans. The article is based on a paper 


written by the author for the National Industrial Conference Board’s January 


meeting in New York. 


. ep HAS BEEN no legislative change 
in the taxation of deferred com- 
pensation since the enactment of the 
1954 Code, and none appears imminent. 
We may assume that for the next year 
or so corporate executives will be about 
where they were, tax-wise, following en- 
actment of the 1954 Code. But where 
they were was very good, relatively 
speaking. For example, an employee- 
participant in a qualified retirement 
plan pays no current tax on amounts 
contributed by his employer. Income on 
the funds set aside is wholly exempt from 
income tax. Under certain conditions, 
the contributions and earnings thereon 
may be withdrawn at capital gain rates. 
and upon the employee’s death, his in- 
terest in the trust, to the extent of the 
employer’s contributions, is exempt from 
estate tax when paid to a beneficiary 
other than the employee's estate. For 
many executives, the tax benefits of 
these programs are supplemented by in- 
dividual retirement contracts, restricted 
stock options or other arrangements 
which defer income to post-retirement 
years or convert what would otherwise 
be fully taxable income into capital 
gains. It was reassuring to note that 
none of these advantages appear on the 
list of 28 “Unintended Benefits and 
Hardships” upon which a Subcommittee 
of the Ways and Means Committee, 
headed by Congressman Mills, recently 
held hearings with a view to recommend- 
ing corrective amendments of the Code. 


On the other hand, we should not over- 
look the implications of recent deci- 
sions, proposed Regulations and admin- 
istrative rulings in this field. 


Nonqualified deferred compensation 


By nonqualified plan is meant a 
promise, either absolute or conditional, 
to pay additional compensation to an 
employee in future years as part of the 
consideration for current services. There 
is nO apparent sentiment for revival of 
the proposal in the House Bill, H.R. 
8300 (which became the present Code) 
that the employer's deduction be post- 
poned until the year of actual payment 
to the employee and the employee be 
taxed only in such year, regardless of 
prior funding or nonforfeitability. The 
provision was stricken in the Senate 
Finance Committee without comment or 
substitute. We must still live, therefore, 
with the present law that contributions 
to nonqualified deferred compensation 
plans are deductible by the employer in 
the year when paid but only if the 
employee obtains nonforfeitable rights 
therein at the time of contribution. 
Under a funded arrangement such as the 
purchase of an annuity contract, the 
employee is taxable in the year of the 
contribution, assuming nonforfeitability 
of his interest. As to unfunded arrange- 
ments such as the employer’s unsecured 


promise to the employee, there is no 
income until the employee’s rights be- 
come nonforfeitable. The problem, 


therefore, is basically one of devising a 
plan which will prevent the tax from 
arising (upon vesting of the employee’s 
right to future payments) prior to actual 
receipt of payments. The Commissioner 
has tried, and doubtless will continue, 
to assert a tax for the year in which the 
amount is earned, or at retirement, on 
either the theory of constructive receipt 
or economic benefit! although such 
efforts have been notably unsuccessful.? 
In order to withstand the constructive- 
receipt challenge, such restrictions as a 
requirement for future consulting serv- 
ices must be attached to the employee's 
rights. The employer, of course, must 
await actual payment before it claims 
a deduction. If the employer makes pay- 
ments to a trust, the deduction would 
be wholly lost unless the employee's 
rights are derived from the employer's 
payments and are nonforfeitable at the 
time the contribution is made. Despite 
these drawbacks, individual retirement 
contracts remain an effective method for 
projecting currently earned income into 
future years for taxation at lower rates.® 


Payments to widows 

Payments to widows of deceased em- 
ployees are an increasingly favored de- 
ferred-compensation device. While the 
Commissioner continues to assert tax- 
ability of such payments to the re- 
cipient, except to the extent of the 
$5,000 exclusion under Section 101(b), 
the courts invariably treat such pay- 
ments as nontaxable gifts by the em- 
ployer where they are voluntary in char- 
acter.4 In any event, the employer’s de- 
duction is limited to amounts actually 
paid during a particular year. Even 
where the payment is contractual, it is 
subject to the further limitation of 
reasonableness of the total payments 
under the general test for deductibility 
of business expenses. 

In the area of fringe benefits, the most 
interesting development is the so-called 
“split-dollar” Ruling. This 
affirms the principle that interest-free 
loans by an employer do not give rise to 


insurance 


taxable income to the borrowing em- 
ployee. 

Under this plan, the employer pays 
that portion of premiums on life in- 


1 See Rev. Rul. 55-691. 

2 James F. Oates, 18 TC 570, aff'd. 207 F2d 711 
(7th Cir. 1953) ; Howard Veit, 8 TC 809. 

®In any event, the contingency of the employee’s 
death, whether before or after retirement, must 
be reckoned with since any lump-sum contractual 
payment would be fully taxable to the recipient 
(Section 691(a); Rev. Rul. 55-229, 1955-1 CB 
75), and no estate tax deductizn would be avail- 
able to reduce the income tax so incurred if pay- 
ment is bequeathed or otherwise passes to the 
surviving spouse. 
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surance on an employee which is equiva- 
lent to the increase. in cash-surrender 
value of the policy. The employee pays 
the balance. Upon death, the then cash 
value reverts to the employer; the excess 
proceeds go to the designated benefic- 
iary. The Commissioner has ruled that 
the provision of interest-free funds by 
an employer for such purpose was not a 
realization of income by the employee. 
Although such plans afford desirable in- 
surance protection, they are not widely 
used because of the substantial outlay 
required of the employee in the initial 
years and the declining amount of pro- 
tection available in later years of the 
policy. Nevertheless, the Ruling is sig- 
nificant for its implied sanction of. in- 
terest-free use of the employer’s funds 
or credit for other purposes, e.g., pur- 
chase of a car, a home, stock of the em- 
ployer or of another company. 


Stock options 


In Commissioner v. LoBue,® decided 
last May, the Supreme Court put an end 
to the use of so-called proprietary stock 
options as a vehicle for capital gains. It 
held that any unrestricted stock option 
is inevitably compensatory in purpose 
and effect; that the compensation ele- 
ment is to be measured at the time of 
exercise, rather than at the time of 
granting of the option; but that it is 
possible for the recipient of a stock 
option to realize an immediate taxable 
gain, as, for example, where the option 
itself has a readily ascertainable market 
value. 

\s a result, attempts will doubt- 
less be made by companies still inter- 
ested in this device to ensure that the 
granting of the option is the intended 
compensation, and that the option, 
when granted, possesses substantial when 
granted, has substantial value, e.g., 
because it is freely transferable.7_ How- 
ever, this may not be practical for close- 
ly held companies, the value of whose 
stock is not readily determinable, an 
option thereon being even less so. For 
such an employer, the issuance of a new 
class of subordinated stock, encumbered 
with such restrictions as would preclude 
any fair market value until removal of 
the restriction in a subsequent taxable 
‘See eg., Arthur W. Hellstrom Estate, 24 TC 
916; A. M. Macfarlane, 19 TC 9; Graves v. U5S., 

2 USTC 4 10034 (DC Tex. 1956); Slater v. 
Riddell, 1956-2 USTC § 9892 (DC Calif. 1956). 
Rev. Rul. 55-713, 1955-2 CB 23. 
6351 U.S. 248 (1956). 

See McNamara v. Comm’r, 210 F2d 505 (7th 
Cir. 1954), rev’g 19 TC 1001; Comm’r v. Lauson 
Stone Estate, 210 F2d 33 (3d Cir. 1954). 

8 Kuchman, 18 TC 154; Kalech, 23 TC 672. 


» Robert Lehman, 17 TC 652, Acq. 
> Proposed Regs. § 1.421-6(b). 


year,s may seem to be the ideal de- 
ferred-compensation plan since the re- 
strictions would preclude taxable in- 
come for the employee’s year of acquisi- 
tion, and the Tax Court has held that 
removal of the restriction does not in- 
volve realization of income.® On the 
other hand, the Commissioner has pro- 
posed Regulations relating to non- 
restricted stock options to the effect 
that where an employee acquires prop- 
erty pursuant to such option and the 
property is subject to restrictions sub- 
stantially affecting its value, the em- 
ployee realizes compensation at the time 
the restrictions lapse.19 Beyond this, the 
issuance of stock with subordinated re- 
demption or similar restrictions might 
be regarded as a de facto recapitalization 
raising questions under Section 306 as 
to the previously outstanding stock. 

Two proposed technical changes re- 
specting stock options should be men- 
tioned. 


Variable-price options 

The first affects so-called variable 
price options. These options provide an 
incentive for exercise thereof even 
though the market value of the stock has 
declined below the value prevailing on 
the date of grant. If the only variable 
in the option price is the value of the 
stock within a six-month period which 
includes the date of exercise and the 
option is otherwise qualified, the exer- 
cise thereof will receive restricted stock- 
option treatment. The Mills’ subcom- 
mittee has brought out criticism of the 
“lookback” permitted under such op- 
tions for determining the option price, 
i.e., where the option price is determin- 
able by applying a percentage to a stock 
price during a past period which is still 
within the six-month period. It is alleged 
that where the price of the stock has 
fallen considerably, it is possible under 
existing law to grant an option which 
will qualify as a restricted stock option 
at a much lower percentage of the price 
at the time of grant than was intended, 
and that such option can hardly be re- 
garded as an incentive. The example 
given is of a stock which has fallen from 
$150 to $100 in a two-month period, and 
an option is then granted at 56.7%, of 
the price with a two-month “lookback” 
The option price would satisfy the re- 
quirement as to 85% of value at date 
of grant because 56.7% of $150 is $85 
which is 85% of $100, the value on 
date of grant. If the value of the stock 
remains at $100 for the next two months, 
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[Mr. Casey is a partner in the law firm 
of Cann, Taylor, Lamb and Long, New 
York. He is a frequent writer and 
speaker on taxation.] 


and the option is then exercised, the 
option price is $56.70; this is because 
56.7%, of the price two months earlier 
was $56.70. The Treasury and the Joint 
Committee have suggested that no “look- 
back” prior to the date of grant be per- 
mitted except to use the average price 
of the stock in the thirty days preceding 
the granting of the option. 


The valuation problem 


Various proposals are designed to 
facilitate the use of restricted stock op- 
tions by minimizing the valuation prob- 
lem for smaller corporations whose 
stocks are not listed. One proposal is 
for a statutory valuation formula. A 
second is an amendment of Section 421 
permitting an option to be issued at 
85% or more of the option price at 
the time of grant. Under the amend- 
ment, the option price is fixed as a per- 
centage of the then value of the stock, 
or at a dollar figure with a required 
retroactive upper adjustment should 
such figure be held to represent less 
than 85% of value at date of grant as 
determined for Federal income tax pur- 
poses. 

Both the Section of Taxation of the 
American Bar Association and Com- 
mittee on Taxation of the New York 
City Bar Association have suggested 
amendments to permit a stepped-up 
basis to an estate of the holder of a re- 
stricted stock option who dies before he 
exercises it. Under existing law, al- 
though the value of a restricted stock 
option is includible in the employee's 
gross estate, Section 1014(d) denies a 
stepped-up basis to the estate when it 
sells the stock acquired by exercising the 
option. As a result, the estate may pay 
an estate tax on the option value, 
realize ordinary income on the spread 
between the option price and fair 
market value of the stock at the date of 
exercise (assuming nonapplication of the 
95% rule) and later realize taxable gain 
on the sale of such stock. Furthermore, 
the estate tax payment is not allowable 
as an income tax deduction unless tax- 
able income is realized upon exercise for 
noncompliance with the 95% test. A 
nonrestricted stock option would also be 
denied a stepped-up basis, in the hands 
of the estate, if the option may be re- 
garded as an item of income in respect 
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Section 691. In 
such event, however, the spread being 
fully taxable to the estate, the estate 
tax payment should be allowable as an 


of a decedent under 


income tax deduction. 


Qualified plans 


An interesting development is the 
Treasury's abandonment in the new 
Regulations of its prior requirement. No 
longer must a profit-sharing plan con- 
tain a predetermined fixed formula for 
making contributions as a condition to 
qualification of the plan under Section 
401. This does not mean that a one- 
contribution — plan 


or one involving 


sporadic payments will qualify. The 
Regulations provide that in order for 
the plan to remain qualified, the con- 
tributions thereunder must be recurring 
and substantial. Another helpful guide- 
post, though strictly unofficial, indicates 
that a classification will be nondiscrim- 
inatory within the meaning of Section 
401(a)(3)(B) if at least one-half of the 
participants in the plan are among the 
lowest-paid two-thirds of all eligible 
under the plan.1! 

Interesting questions recur regarding 
capital gain treatment of distributions 
made to a retiring or separated em- 
ployee. The central problem is whether 
total 
amounts payable under the plan and are 


the distributions represent the 


made in one taxable year of the em- 
ployee. A recent Ruling provides a warn- 
ing that capital gain treatment may be 


jeopardized if the retiring employee 


enters into a new employment, ie., a 


consulting arrangement with the em- 


ployer.12 Under the new Regulations 
where a retirement income, endowment 
or other life-insurance contract, which 


also contains annuity benefits, is dis- 


tributed to an employee, the entire cash 
value of the contract is taxable to the 
recipient unless within 60 days it is 
converted to a pure annuity contract 
containing no life-insurance elements. 
Widespread protests have greeted the 
proposed Regulation forbidding a quali- 
fied trust from investing in unsecured 


11 Statement of Isidore Goodman, Asst. Chief, 
Pensions and Exempt Organizations Branch, 
IRS, Nov. 8, 1956, P-H Pension Service, § 1063. 
12 Rev. Rul. 56-214, CB 1956-1, 196. See Frank B. 
Fry Estate, 19 TC 561, aff’d per curiam, 205 F2d 
517 (3d Cir. 1953). 

143In the absence of any cost to the trust, its 
basis for contributed stock would be governed by 
{ 1015(b) which provides that for transfers in 
trust after December 31, 1920, the basis to the 
transferee shall be the basis to the transferor. 
The basis of newly issued stock to the issuing 
company is necessarily zero. It would seem ir- 
relevant, for this purpose, that the employer ob- 
tained a tax deduction equivalent to fair market 
value by virtue of such contribution; ‘‘cost’’ con- 
notes an outlay or payment for the property in- 
volved; see Detroit Edison Co. v. Comm’r, 319 
U.S. 98 (1943). 
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debentures of the employer; the Regula- 
tions state that such investment will be a 
“prohibited transaction” within the 
meaning of Section 503(c) resulting in 
forfeiture of tax exemption of the trust. 
The Commissioner has stated that any 
trust which acquired such debentures 
after his announcement of his position, 
1956, will be 
deemed to have engaged in a prohibited 


i.e., after November 8, 


transaction and thus has already lost its 
exemption. The Commissioner has also 
announced that any trust which acquired 
such debentures between March 1, 1954 
and November 8, 1956 must dispose of 
them before January 31 or obtain ade- 
quate security therefor, or lose its ex- 
emption. The hardship here is twofold: 
Under the proposed Regulation, a trust 
is denied access to a traditional type of 
that the 
terms thereof have been fixed by arm’s- 
length bargaining in the market place 
with other investors. Second, to compel 


investment, notwithstanding 


wholesale liquidation of such invest- 
ments in the presently depressed bond 
market would mean large losses to many 
employees’ trusts. It may be that in a 
proper test case, the proposed Regula- 
tion, as interpreted by the Commis- 
held unauthorized 
under the statute and void. The reason 
is that under Section 503(a)(2) a trust 
which engages in a prohibited trans- 
action is denied exemption only for 


sioner, would be 


years following the year in which it re- 
ceives written notice from the Treasury 
that it has engaged in a_prohibted 
transaction, with certain exceptions not 
material here. However, the amounts at 
stake are so large and the need for 
certainty regarding such trusts’ exempt 
status so crucial that legislative clarifica- 
tion is infinitely preferable to litigation. 
In Treasury Technical Information Re- 


lease 35, issued January 2, the January 
31st deadline was extended to June 30, 
1957 to permit further consideration of 
the entire problem by the new Congress. 

Several complaints have mentioned 
the anomaly of permitting investment in 
an employer’s preferred or common 
stock, while banning investment in obli- 
gations which rank senior to stock in- 
vestments. This, in turn, it is reported, 
has stimulated Congressional thinking 
towards placing some dollar limitation 
upon investments in an _ employer’s 
stock. Clearly, any such change would 
require a statutory amendment, and it 
is hardly conceivable that even if Con- 
gress were so disposed, the change would 
be given retroactive effect. 

While the Regulations under Section 
402 are 
evitably 


commendably detailed, in- 


many questions remain un- 
answered. For example, in the 1951 Act 
Congress provided that where the total 
distributions to a retiring or separated 
employee include stock of the employer, 
the amount to be taken into account in 
measuring the employee’s capital gain 
shall not include the net unrealized ap- 
preciation in value of such stock, which 
is defined in the Regulations as the 
excess of such value over the cost or 
other basis thereof to the trust. Where 
the stock so distributed to the employee 
was contributed to the trust by the em- 
ployer and represented newly issued 
stock, it appears that the trust’s basis 
therefor, under the present Regulations, 
consequence, the 
entire value of such stock would be non- 
taxable to the recipient and would, if 
held until his death, wholly escape in- 


would be zero.13 In 


come tax. If this analysis is correct, it 
furnishes an interesting point for con- 
sideration in any deferred-compensation 
planning involving a qualified trust. 





Permitting withdrawal prior to retire- 
ment disqualified pension but not profit- 
sharing plan. An employees’ pension 
plan will not be considered as qualified 
if it permits the participants to with- 
draw all or part of the funds in times 
of financial need prior to normal retire- 
ment or severance of employment. How- 
ever, a similar provision in a_profit- 
sharing plan will not necessarily prevent 
qualification. Rev. Rul. 56-693. 


No permission needed to qualify for 
group trust. A qualified pension or 


whcih desires to 


amend the trust agreement to permit it 


profit-sharing trust 
to participate in an approved common 
pension fund or group trust need not 
secure a new determination letter as to 
its qualification status. Rev. Proc. 56-42. 


Can't deduct contribution to wunap- 
proved plan which permits forfeiture of 
employee‘s rights. Contributions were 
made by an employer to an employees’ 
profit-sharing plan which envisaged the 
forfeiture of rights on the part of in- 
dividual employees. The plan had never 


requested a ruling that it was qualified. 
The employer argued that his contribu- 
tions were nevertheless deductible be- 
cause the contributions were ‘“nonfor- 
feitable” to the employees as a class 
individual forfeiture could 
never inure to the employer’s benefit. 
The court holds the contributions not 
deductible because the rights of an in- 


since an 


dividual employee were not “nonfor- 
Kelco Industries, Inc., TCM 


feitable.” 
1957-12. 


Contributions to individual GAW trusts 
are income to employees. Contributions 
made by an employer, pursuant to a 
collective bargaining agreement, to 
separate irrevocable and nonforfeitable 
trusts for each employee to provide un- 
employment benefits are, the Service 
holds, additional compensation to the 
employees and are subject to income tax, 
withholding, and F.I.C.A. taxes. [This 
type of plan is referred to as a “glass 
industry” plan. Ed.] The consolidated 
funds of the trusts will qualify as a 


common trust fund under Section 584, 
and as such pay no tax itself if the 
funds are kept in accordance with the 
Federal Reserve System’s regulations. 
Rev. Rul. 57-37. 


Carryover of unused pension-plan de- 
ductions to years ending after October 
31, 1952. Remaining consistent with its 
acquiescence in the Saalfield Publishing 
Company case, the Service rules that em- 
ployers, who for taxable years ended on 
or before October 31, 1952 have been 
denied or failed to claim full deduction 
for pension-trust payments actuarily 
necessary to fund past- and current- 
service credits as a level amount, may 
carry over the unused deductions for 
subsequent years until completely ab- 
sorbed. In the Saalfield case, the court 
held that amounts actuarily required to 
fund past- and current-service credits on 
a level-payment basis are allowable even 
though in excess of the deduction other- 
wise allowable by statute. Rev. Rul. 56- 
530. 








EXCESS PROFITS TAXATION: RECENT DECISIONS 








Change in character of business justifies 
some EPT relief. A manufacturer of 
oil-well equipment changed the char- 
acter of its business during the base 
period by commencing the manufacture 
and sale of portable rotary drilling rigs 
and telescoping derricks. Although the 
court holds that taxpayer is entitled to 
have its World War II excess profits 
tax computed on a constructive-average 
base-period net income, the court sub- 
stantially reduces the constructive earn- 
ings claimed by taxpayer in view of 

limited 
Corp. 27 


adverse business factors and 
plant capacity. Franks Mfg. 


rC No. 56. 


EPT relief denied newspaper consoli- 
dating its operations after merger. Sec- 
tion 459(c) of the 1939 Code permits use 
of an alternative method of computing 
average base-period net income to a 
taxpayer engaged primarily in a news- 
paper-publishing business where it physi- 
cally consolidates its operations with 
those of another corporation and meets 
certain other tests. Taxpayer was organ- 
ized in 1948 upon a consolidation of 
two operating newspapers occupying 
separate buildings. Later, in 1949, it 
physically consolidated in one of these 
buildings all of its operations. The court 
holds relief under Section 459(c) in- 


applicable as there was no consolidation 
by taxpayer of its operating departments 
with those of another corporation. Madi- 
son Newspapers, Inc., 27 TC No. 69. 


Service corporation denied 722 relief. 
A corporation furnishing a merchandise 
bulletin service and acting as resident 
buyer and jobber, claimed relief under 
Section 722(b)(4). It contended that its 
average base-period net income was an 
inadequate standard of normal earnings 
because of certain base period changes 
in the character of its business. Relief 
is denied. The corporation failed to 
show any substantial qualifying changes 
or any sound basis for constructing an 
average base-period net income, the 
court says. United Mail Order House, 27 
TC No. 59. 


Can allow 722 relief for only one year. 
Taxpayer filed an application for relief 
under Section 722 for 1941, claiming a 
constructive-average base-period net in- 
come for that year. Its claim was deter- 
mined and allowed. The allowance of 
this claim did not, the court holds, pre- 
clude the Commissioner, as a matter of 
law, from denying use of the same con- 
structive-average base-period net income 
in excess profits tax returns for the years 
1942-45. In the absence of a court ad- 
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judication (which introduces the doc- 
trine of res judicata), the Commissioner 
may make an administrative redeter- 
mination of the constructive-average 
base-period net income for any subse- 
quent year if the facts warrant such ac- 
tion. Standard Hosiery Mills, Inc. 27 
TC No. 58. 


EPT relief under pushback rule denied. 
A corporation engaged in the business 
of manufacturing oil-field specialty items 
introduced a new valve during the base 
period. It claimed that a change in the 
character of its business entitled it to a 
constructive-average base-period net in- 
come in excess of the amount allowed 
by the Commissioner. Relief is denied; 
the company failed to prove that the 
Commissioner’s allowance was less than 
a fair and just amount to represent nor- 
mal earnings. Orbit Valve Co., 27 TC 
No. 86. 

A title-abstracting company which 
commenced business during the base 
period is held not entitled to reconstruct 
its average base-period net income under 
the two-year pushback rule. It failed to 
establish that a constructive-average base- 
period net income would result in an 
excess profits credit greater than that 
allowed under the invested capital 
method. Lester & Witcher Abstract Co. 
27 TC No. 87. 


Push-back relief denied new business. 
EPT relief by application of the push- 
back rule of Section 722(b)(4) is denied 
a dealer in scrap metals who commenced 
business during the base period. The evi- 
dence indicated that there would not 
have been any substantial increase in 
the volume of business or a higher level 
of earnings at the end of the base period 
if it had commenced business two years 
earlier. Schiavone & Sons, Inc., 27 TC 
No. 54. 

















tax problems? 


For the quick answer to all 
Federal tax questions, keep 
|| Alexander’s Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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Changes in Subchapter K and Regulations 


proposed to eliminate practical problems 


er PARTNERSHIP provisions of the 
1954 (Subchapter K) 


much of their present development to 


Code owe 


the American Law Institute and the 
American Bar Association, Consequent- 
ly, the continuing study of the new law 
by the Bar is more than likely to fore- 
shadow upcoming changes in the law 
and Regulations affecting this difficult 
area. Since the ABA Tax Section report 
on difficulties practitioners are having 
with Subchapter K [see 5 JTAX 360], 
the several subcommittees of Arthur B. 
Willis’ committee on partnerships have 
made recommendations to iron out 
troubles with the present law. The alert 
practitioner will see in these analyses 
not only the shadow of things to come, 
but a greater understanding of the pres- 
ent law, its operation, and its problems. 
The 
from the committee’s report at the ABA 


following comments are drawn 


mid-winter meeting in Chicago. 


New provisions for simple partnerships 
The 
1954 Code have been criticized at times 


partnership provisions of the 
as being excessively complicated for the 
small partnership operating a _ restau- 
rant, farm, retail store or engaged in 
professional practice. It has been said 
that the average small partnership is un- 
able to cope with the ‘difficult concepts 
and multiple elections. 

The subcommittee headed by Joseph 
P. Driscoll, of Washington, considered 
several possible approaches to simplifi- 
cation of the 


partnership provisions 


applicable to the small partnership. 
There are advantages and disadvantages 
in each approach. 

The subcommittee has concluded that 
the most appropriate way to proceed at 
this time is to attempt a rearrangement 
of certain provisions of Subchapter K 
so as to group the statutory provisions 


having common application to all part- 


nerships and segregating those rules 
which apply only to complex situations 


and which are elective in nature. 


Distributions by partnerships 


One of the very difficult areas of Sub- 
chapter K concerns the distributions of 
partnership property to partners: the 
recognition of gain or loss to the part- 
ners and the adjustment to basis of part- 
nership property following the distribu- 
The subcommittee 
Mark H. Johnson, of New York, gave 


tion. headed by 
careful consideration to the possibility 
of (1) completely eliminating the recog- 
nition of any gain or loss in connection 
with a distribution by a_ partnership 
(even including a distribution solely in 
cash) and (2) providing that the partner- 
ship’s basis of the distributed property 
always carried over to the distributee. 

The subcommittee has not yet reached 
a final decision as to what, if anything, 
can be accomplished to simplify the 
existing statutory rules. The chairman 
of the subcommittee feels that in order 
to provide for the carryover of basis in 
connection with the distribution, it is 
also necessary to provide for a shift of 
basis with respect to a contribution to 
the partnership of property other than 
money. The shift of basis concept was 
adopted in the American Law Institute 
recommendations, but was rejected by 
the Congress in the 1954 Code. 


Transfer of partnership interests 


\t the present time the statute pro- 
vides for an optional adjustment to basis 
of partnership property upon the sale of 
a partnership interest or the transfer of 
a partnership interest upon death of a 
partner. The adjustment is confined in 


its tax consequences to the transferee 
partner. The statutory framework now 
existing is objectionable because (1) the 
election must be made by the partner- 


ship, whereas the effect is confined to 
the transferee partner and (2) there are 
difficult problems of carrying the adjust- 
there 
should be a subsequent distribution in 


ment through, particularly if 
kind of partnership property or some 
other transaction affecting the relation- 
ship among the partners. 

The Mrs. 
Carolyn K. Tenen, of New York, is giv- 


subcommittee headed by 
ing serious consideration to a recom- 
that 
upon a transfer of a partnership interest 


mendation the basis adjustment 
should not be an adjustment to the part- 
nership’s basis of its assets. Rather, it 
should be an adjustment to the distribu- 
tive share of partnership income with 
respect to the transferee partner. This 
will also require some changes in Sec- 
tion 732(d) dealing with distributions 
of partnership property to a transferee 
partner. 

The subcommittee is also giving con- 
sideration to improving the present 
statutory concepts of determining the 
amount and treatment of the elective 
adjustment to basis of partnership prop- 
erty. 


Special allocations of specific items 


The subcommittee headed by Crane 
C. Hauser, of Chicago, was requested to 
consider the advisability of an amend- 
704(b) dealing with 
special allocations of specific partnership 


ment to Section 
items. [This section provides that a part- 
ner’s distributive share of any item of 
income, gain, loss, deduction or credit, 
shall be determined by his profit or loss 
ratio unless the partnership agreement 
provides otherwise and tax avoidance is 
not the purpose.—Ed.]} 

The subcommittee has concluded that 
no recommendation should be made for 
change in the provisions of Section 704 
(b). It is the belief of the subcommittee 
that the partnership provisions are ex- 
ceedingly complex already and that a 
change in the statutory approach to the 
allocation of specific partnership items 
would only add to that complexity. The 
subcommittee feels that it is reasonable 
to rely on the Internal Revenue Service 
and the courts to assure that the present 
Section 704(b) is not improperly used. 


Partnership interest as compensation 


At the Annual Meeting of the Tax 
Section in 1956, the Committee on Part- 
nerships submitted a legislative recom- 
mendation which would specifically tax 
as income a capital interest received by 
a partner in consideration for his ser- 


————- —— 
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vices (see Legislative Recommendation 
No. 5, pages 46-47 of the Advance Pro- 
gram). The legislative recommendation 
excepted from this rule an interest in 
mineral properties to the extent that the 
capital interest was acquired for ser- 
vices in the development of the mineral 
properties. 

The fundamental purpose of the ex- 
ception is to preclude taxation where 
the interest acquired by the service part- 
ner would not have been taxable in- 
come if the transaction had been con- 
ducted in a business arrangement other 
than a partnership. 

\fter a vigorous debate, the Section 
of Taxation referred the matter back to 
the Committee on Partnerships for fur- 
ther study. 

The subcommittee also headed by 
Mr. Driscoll, has given careful addi- 
tional consideration to this matter and 
suggests resubmission to the Section of 
Taxation of a legislative recommenda- 
tion for the taxing of the service part- 
ner on the value of the capital interest 
in a partnership acquired for services. 
The subcommittee suggests that such a 
legislative amendment is desirable in the 
interest of sound tax administration and 
to forestall changes which 
might have the undesirable effect of tax- 
ing not only a capital interest but also 


statutory 


an interest in profits received as com- 
pensation for services. 

Che subcommittee feels that the prin- 
cipal problem arises in the scope of the 
exception to the proposed general rule. 
Confining the exception to mineral 
properties may be objectionable as an 
apparent preferential treatment of the 
Further- 
more, the subcommittee points out that 


natural resources industries. 
the same problem may arise in nonmin- 
eral activities. 

Che subcommittee tentatively recom- 
mends that the amendment to Section 
721 be resubmitted to the Section of 
Taxation and that the exception to the 
general rule be extended to the acquisi- 
tion of any capital interest in a partner- 
ship “to the extent that the acquisition 
of an interest in the properties of the 
partnership for such services, in an ar- 
rangement not constituting a partner- 
ship, would not be taxable under Sec- 
tion 61{a),” [definition of gross income. 
Ed.}\. 


Sales with controlling partner 

Paul E. Anderson’s subcommittee has 
raised objections to the American Law 
Institute’s suggestion of the nonrecogni- 


tion of gain on a sale of property to a 
partnership by .a controlling partner. 
Under the American Law _Institute’s 
suggestion, the transaction would be 
treated as a contribution to the partner- 
ship or a distribution by the partner- 
ship to the partner. The subcommittee 
feels that this raises serious problems of 
passing to other members of the part- 
nership the tax consequences of the non- 
recognized gain, 


Deduction of cost of agreement 


It has been held that the cost of pre- 
paring a partnership agreement and 
other expenses incident to the organiza- 
tion of a partnership are not deductible 
for tax purposes. Leonard Cohen’s sub- 
committee has been requested to con- 
sider the desirability of legislation 
specifically allowing the deduction of the 
cost of organizing the partnership. The 
subcommittee chairman has 
quested to consider in connection with 


been re- 


any legislative proposal the fact that 
Section 248 of the 1954 Code permits 
amortization over a period of 60 months 
of the expenses of organizing a corpora- 
tion. This might be considered a pre- 
cedent that should be followed with re- 
spect to the deduction of the cost of 
preparing a partnership agreement. 

The subcommittee has not yet reached 
any conclusions with respect to what 
action will be recommended. 


The equity concept and basis 


John M. Sullivan’s subcommittee has 
submitted a very comprehensive analysis 
of the equity concept as contrasted with 
the gross-asset concept in determining 
the basis of a partnership interest. 

The subcommittee feels that it is not 
possible to demonstrate 
that either the equity concept or the 
gross-asset concept is clearly right or 


satisfactorily 


wrong. Since Subchapter K has adopted 
the gross-asset concept, the subcommittee 
feels it would be desirable to continue 
with that theory until there is further 
evidence accumulated from experience 
which demonstrates the impracticability 
of that concept. Accordingly, it is the 
present thought of this subcommittee 
that it will not propose any legislative 
change. 


Unrealized receivables 

Under Section 751(b), if a partnership 
having unrealized receivables or sub- 
stantially appreciated inventory makes 
a non-pro-rata distribution to some or 
all of the partners, the transaction is 
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treated as an exchange of certain part- 
ners’ interests in unrealized receivables 
or substantially appreciated inventory 
for other partners’ interests in other 
partnership properties. 

The subcommittee headed by Loyal E. 
Kier, of Des Moines, submits a tentative 
recommendation that the present Sec- 
tion 751(b) be eliminated entirely, for 
the following reasons: 

1. The rules for application of Sec- 
tion 751(b) are complex and cumber- 
some and may well create a trap for the 
unwary. 

2. In the application of the rules of 
Section 751(b), the resulting income or 
loss for income tax purposes is not al- 
ways consistent with the economic con- 
cept of gain or loss. 

3. The may be protected 
through the application of the rules of 
Section 732(c)(1) providing for a carry- 
over to the distributee partner of the 
partnership basis of unrealized receiv- 


revenue 


ables and substantially appreciated in- 
ventory. 

4. The gain of a retiring or deceased 
partner receiving a distribution that 
comes under Section 736 is already 
broken into portions treated as capital 
and portions treated as income under 
Section 736(b)(2)(A) to the extent that 
his interest in unrealized receivables of 
the partnership. The subcommittee sug- 
gests that the same treatment might be 
applied to receipts for his appreciation 
of the inventory. 

5. The elimination of Section 751(b) 
might permit a limited amount of shift- 
ing of ordinary income among the part- 
ners. The subcommittee feels it is un- 
likely that there would be any substan- 
tial loss of revenue through such shifting 
process. 


Limited partnerships 


Richard S. Brawerman’s subcommittee 
was initially requested to study the re- 
vised Regulations pertaining to limited 
partnerships and their treatment as as- 
sociations. It is understood that the 
Treasury Department is proposing the 
issuance of such Regulations. Thus far 
no such Regulations have been issued, 
even in proposed form, and there is no 
indication as to when they will be is- 
sued. 

The subcommittee was also requested 
to consider the advisability of recom- 
mending a specific provision in the 
statute requiring recognition of limited 
partnerships meeting certain tests as 
partnerships, and thus prohibiting their 
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treatment by the Internal Revenue Ser- 


vice as associations. The subcommittee 
cannot yet make any specific recommen- 


dations. 


Partnership year and partner’s death 


Herbert E. Elsas’ subcommittee 


requested to consider the various basis 


was 


problems arising from the continuation 
of the partnership taxable year with 
respect to a deceased partner to a date 
subsequent to his death. 

The first question is whether an in- 
come tax deduction is allowable for the 
estate tax paid on a deceased partner’s 
share of income earned to the date of 
his death but includible in the income 
tax return filed for his estate. The sub- 
committee feels that the legislative in- 
tent of keeping the partnership open 
taxing re- 
cipients on amounts that would have 


the death of a _ partner, 
been income in the hands of the dece- 
dent and granting an income tax deduc- 
tion with respect to the estate tax on 
such amount are sufficiently spelled out 
in the statute and the Regulations. It is 
therefore the subcommittee’s opinion 
that the estate may deduct for income 
tax purposes the share of the estate tax 
applicable to a deceased partner’s share 
of income earned to date of death but 
income tax 


includible in the fiduciary 


return. 
Professional partnerships 


The Bar 
Standing Committee on 


American Association’s 
Professional 
Ethics and Grievances issued an opinion 
(No. 266, June 21, 1945) dealing with 
the purchase of the practice and good- 
will of a deceased lawyer. The general 
tenor of Opinion 266 is that a deceased 
partner may not receive payment for his 
interest in the partnership for an 
amount agreed upon by the partners as 
representing his interest in the goodwill 
of a law partnership. The opinion also 
suggests that there may be ethical objec- 
tions with respect to payment under Sec- 
tion 736(a) (payments which are ordi- 
nary income to the deceased partner 
and reduce the taxable income of the 
continuing partners), except to the ex- 
tent that such payments are for his in- 
terest in accounts receivable or for work 
performed but not billed at the date of 
his death. Although the opinion was 
primarily addressed to the problem of 
sale of an interest in a law partnership 
by a deceased lawyer to another lawyer 
not his partner, it contained language 
which suggested the possible application 
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of the sale of such an interest to part- 
ners of the deceased lawyer. 

It was felt desirable to explore this 
problem because the 1954 Code, parti- 
cularly Section 736, makes it advan- 
tageous to provide for payments, which 
may be in the form of mutual insurance, 
to a deceased member of a law partner- 
ship over and above his interest in ac- 
counts receivable and unbilled work. 

The subcommittee headed by your 
editor wrote to the Standing Committee 
on Professional Ethics and Grievances 
and received a reply dated November 


13, 1956 from Mr. Henry S. Drinker, 
Chairman, stating that he saw no reason 
“why there should be any ethical im- 
propriety in whatever the partners 
choose to agree to among themselves as 
to the terms on which they separate. The 
only questions are relative to taxation.” 

The subcommittee is already conduct- 
ing a complete examination of all of the 
provisions of Subchapter K with specific 
reference to its application to the law 
partnership. Thus far, the subcommittee 
has no specific recommendations for 
legislative changes. ¥ 


Tax law for most partnerships is simple; 


complications affect few businesses 


pee ir have to be so complicated? 
This oft-repeated question about 
Subchapter K of the 1954 Code, in tones 
ranging from resignation to truculence, 
tends to convert any explanation into a 
defense. The damning facts are indis- 
putable: we have to struggle 
through some 20 pages of statute for a 
subject which was once covered in a few 
easy-reading paragraphs. Did the tax 
lawyers engineer this conspiracy to make 


now 


the tax law more incomprehensible to 
the uninitiate? 

No one is more qualified to answer 
the question than Mark H. Johnson. 
The co-author of “Federal Income, Gift 
& Estate Taxation,” he helped draft Sub- 
chapter K and is now a member of the 
Advisory Group on Partnership Taxa- 
tion which was recently created by the 
Mills Committee. In a recent issue of the 
Virginia Law Weekly, he discussed the 
complexities in the Code and a possible 
method of simplification. This is what 
he said: 


Code states partnership problems 


What has to be recognized is that the 
1954 Code did not add a single major 
partnership problem to the list that 
existed under its “simple” predecessor. 
The difference is that the problems are 
now explicitly stated in a statute in- 
stead of being hidden in a mass of con- 
fusing and conflicting decisions, rulings, 
and unpublished usage. On the whole, 
the statute contains a logical and inte- 
grated set of rules which are the first 
real guideposts in the inherently com- 
plex area of partnership taxation. 

The area is complex primarily because 
the underlying legal concepts of the 


relation are am- 
biguous and uncertain. So long as the 
fundamental 


partner-partnership 


conflict between the “ag- 
gregate” and the “entity” concepts’ of 
the partnership is unresolved, a tax tri- 
bunal must find it hard to decide 
whether tax consequences follow the 
rules for co-owners of property or the 
rules for stockholders and their corpora- 
tion. Each approach involves competing 
considerations of logic, equity, and sim- 
plicity. Faced with these problems un- 
der a skeleton statute, the administrators 
and the courts had managed to snarl the 
partnership tax law into a state of hope- 
less unpredictability. The 1954 Code 
attempts a reasonable compromise 
among the competing considerations, 
and on the whole it appears quite suc- 
cessful. At the very least, it has intro- 
duced a large measure of certainty, 
which is undeniably one desirable char- 
acteristic in a tax statute. 


Effect on small business partnerships 


Actually, the 1954 Code made no revo- 
lutionary changes in the traditional pat- 
tern of partnership taxation. Moreover 
~and here is the point which most needs 
emphasis—the average small business 
partnership scarcely needs to know that 
the formidable sections of Subchapter 
K even exist. As before, the partnership 
itself is not a taxpayer, but is merely an 
And, as 
before, each partner reports on his own 


information-reporting entity. 


return his distributive share of the part- 
nership income for the taxable year 
which ends with (or within) his own 
taxable year. The new statute does spell 
out a “fragmentation” rule to insure 
that each partner will pick up his share 
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of each type of income, deduction, 
credit, etc., in the same form that the 
item was realized by the partnership. 


Even here, however, the statute merely 


makes explicit what was probably the | 


rule under prior law. 


Choice of fiscal year now limited 

There are a few new sections which 
may impinge upon the ordinary small 
business firm. Perhaps the most com- 
monly met is the provision limiting the 
choice of fiscal year for a new partner- 
ship. This provision was long overdue 
to stop the abuse of tax deferment by 
partnerships which would choose a Jan- 
uary 31 fiscal year for no purpose other 
than to postpone 11 months of income 
to the next calendar year of the part- 
ners. Moreover, such a provision be- 
came even more necessary as a corollary 
to the 1954 innovation which elimin- 
ated the “income bunching” penalty 
upon the death of a partner in a fiscal 
year partnership. 

\nother section which may have a fre- 
quent impact, particularly in personal- 
service partnerships, is the liberalizing 
provision for the sharing of post-death 
income among the decedent’s estate and 
states the 
general rules that the income paid to the 


the survivors. This section 


estate is taxable to the estate and not to 
the survivors, and therefore makes eco- 
nomically feasible the kind of income- 
sharing agreement which is often the 
only asset which a partner may leave for 
his dependents. On the other hand, the 
parties may specify in their agreement 
that the payments are for goodwill, in 
which case the income used for the pay- 
ments is taxable to the survivors. It may 
be very important for the parties to 
this section, and to draft 
their partnership agreement in accord- 


understand 


ance with the result which they desire. 


Contributions of property 


Most of the other new provisions 
cover situations which rarely occur in 
the normal small business partnership. 
Contributions of property, for example, 
pose a whole series of tricky problems; 
and there is no satisfactory solution 
which combines logic, equity, and sim- 
plicity. The statute could do somewhat 
better here, but it does fill a vacuum 
in the old statute which was no less con- 
fusing for being uncertain. In any case, 
the vast majority of partnerships will 
live and die without encountering the 
problem. 


So, too, in the even more complex 


field of property distributions. When a 
partnership distributes appreciated 
property to one partner, depreciated 
property to another, and cash to a third, 
the tax formula must either be an in- 
volved attempt to treat each partner 
fairly, or it must cut across the equities 
in the interest of simple arithmetic. 
Perhaps unwisely, Congress chose the 
former. But, again, how many partner- 
ships will run into this problem? 

There are two reasons for the detailed 
treatment of these unusual situatiens. 
One is to advise taxpayers beforehand 
of the tax consequences of their pro- 
posed transaction, so that they may 
guide themselves accordingly. The other 
reason is to forestall the kind of tax 
manipulation which was beginning to 
make the collapsible partnership a_bet- 
ter tax avoidance device than the col- 
lapsible corporation. Thus, the statute 
preserves the general rule developed by 
the courts that the sale of a partnership 
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interest is a capital transaction. There- 
fore, a partner who sells his interest in 
the corner drug store does not have to 
allocate his gain between the drugs on 
the shelf and the goodwill of the busi- 
ness. The statute does, however, prevent 
the more flagrant abuses of that rule by 
real-estate developers in converting their 
inventory profits into capital gains. To 
draw this line, the statute adopts a set 
of mechanical tests for “substantially 
appreciated inventory,” etc., which ap- 
pear unnecessarily complicated to the 
drug-store partner who has nothing to 
fear from them. 

One interesting suggestion is now un- 
der consideration: a redraft of the part- 
nership statute to segregate the “com- 
mon” provisions from the “unusual” 
ones. If this could be accomplished with- 
out too great a sacrifice of continuity, a 
large portion of the naive criticism now 
current practitioners, would 
probably be stilled. 


among 





New partnership decisions this month 


Partner’s guaranteed salary is reduced 
by his loss. A guaranteed payment re- 
ceived by a managing partner in a loss 
year is included for income and self- 
employment-tax purposes to the extent 
that such payment exceeds his distribu- 
tive share of the partnership loss. Rev. 
Rul. 56-675. 


Family partnership upheld on second 
suit. The district court’s decision that a 
15-year old son was a partner with his 
father in the operation of a farm is up- 
held on appeal. The court properly 
found that a Tax Court decision that 
the partnership was not recognized for 
tax purposes in 1944 and 1945 did not 
for later years. That 
case decided the issue for the years then 


estop litigation 


at issue only. The father’s gift to his son 
and the formation of the partnership 
part of a plan were to tie the son to the 
farm by giving him a stake in it. The 
record in this case, much fuller than in 
the Tax Court, amply supports the dis- 
trict court. Bateman, CA-5, 12/14/56. 


Jury finds wives were partners. The 
court charged the jury to 
whether the agreement was made in 
good faith, whether the wives 
tributed capital or substantial services. 
Taxpayers had the burden of proving 
the validity of the partnership. The 
partnership agreement provided that the 


consider 


con- 


votes of the two husbands in favor of 
any agreement would constitute a ma- 
jority. The jury finds that the partner- 
ship was valid for tax purposes. Carlson, 
DC Minn., 10/29/56. 


Family partnership recognized. A family 
partnership organized to conduct a con- 
struction business is recognized for tax 
purposes. Distributions of the earnings 
were made to all partners, and all of 
them took an active part in the busi- 
ness. That one of the partners was 
denied a full share of the year’s profits 
and that in subsequent years he was 
treated as an employee did not affect the 
validity of the partnership as to the 
other partners. O’Shea, TCM 1957-15; 
Finley ‘TCM 1957-16. 
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Can private litigants obtain information 


from tax returns? Are returns privileged ? 


MM” PEOPLE feel that their income 
tax returns are private documents, 
whose information is solely for the use 
of the Government. But, as most prac- 
titioners know, they can be rudely 
awakened. Under certain conditions, 
private litigants can obtain informa- 
tion in the returns. These conditions 
were recently studied by Richard L. 
Thornburgh, and discussed in the Pitts- 
burgh Law Review. 

The remainder of the article printed 
here is made up of the more significant 
passages (used with permission) of the 
law review article. 

In a number of civil cases in both 
state and Federal courts, Federal in- 
come tax returns have been demanded 
in discovery proceedings. These returns, 
made under compulsion of law with 
strict penalties for falsification, are un- 
doubtedly reliable evidence. The average 
taxpayer, however, probably never con- 
templates when he files his return that 
it will ever be available to others. 

Because of the involuntary nature of 
these declarations, their production has 
been understandably objected to by 
many taxpayers who have no desire to 
subject their returns to public scrutiny. 
The demands for production have been 
resisted on various grounds. The courts’ 
rulings on the question of availability of 
the returns have been equally varied. 
The wide divergence in the rulings is 
in the main accounted for by the head- 
on collision of two principles very much 
in vogue today—the vigorous imple- 
mentation of liberal and far-reaching 
discovery methods as a tool in simplify- 
ing litigation and the strong emphasis 
on the interest of the individual in pre- 
serving his right to privacy. Courts have 
emphasized one or the other in reach- 
ing opposite conclusions about the 
availability of returns. 

The question of availability of income 


tax returns is dealt with only in passing 
by the Internal Revenue Code. The 
1939 Code, under which the majority of 
cases has arisen, provided: 


Code and Regulations 


“All returns made under this chap- 
ter . . . shall constitute public records 
and shall be open to inspection to such 
extent as shall be authorized in rules 
and regulations promulgated by the 
President.” ‘This provision is virtually 
re-enacted in Section 6103(a) of the 1954 
Code. Returns are also open to inspec- 
tion by state officials charged with the 
administration of state tax laws and 
certain Congressioanl Committees. Certi- 
fied copies of the returns will be fur- 
nished to those entitled to inspection 
upon payment of a fee. 

Pursuant to the 1939 statutory provi- 
sion, Executive Order 8230 was pro- 
mulgated on August 28, 1939, making 
the production and inspection of the 
various returns subject to the rules and 
Regulations of the Secretary of the 
Treasury in the appropriate Treasury 
Decisions. 

These decisions were soon forthcom- 
ing. Treasury Decision 4929, Section 
463, c. 2 stated: “The return of an in- 
dividual shall be open to inspection 
(a) by the person who made the return, 
or by his duly appointed attorney in 
fact.” The returns of an individual were 
also made open to inspection(a) if the 
taxpayer was deceased or legally in- 
competent, by his administrator, execu- 
tor, trustee or guardian or their duly 
appointed attorneys in fact, and (b) in 
the discretion of the Commissioner, by 
any heir at law, next of kin or bene- 
ficiary under the will of a deceased tax- 
payer or their duly appointed attorneys 
in fact. 

Treasury Decision 4945, Section 463, 
D.4 provided with respect to returns 


open to inspection in accordance with 
the above section or otherwise: “Neither 
the original nor a copy of a return de- 
sired for use in litigation will be fur- 
nished if the U. S. government is not in- 
terested in the result, but this provision 
is not a limitation on the use of returns 
by the persons entitled thereto.” 

Heavy penalties were provided by the 
Code and the Regulations for the dis- 
closure of information contained in the 
returns. 

It is readily apparent from an exam- 
ination of these provisions that income 
tax returns were to be accorded a certain 
amount of secrecy, that.they were not to 
be open to wholesale perusal by the 
general public. Further, it is apparent 
that some restriction was to be placed 
upon the use of the returns in non- 
governmental litigation. But, as in the 
case of most statutory directives and 
regulations, the legislature and the ap- 
propriate administrative bodies merely 
supplied the skeleton of general policy. 
It then became the task of the courts to 
mold a body of law from the flesh and 
blood of case-to-case applications to par- 
ticular facts. Since the question of 
availability of returns through civil dis- 
covery methods was only cursorily 
touched upon by these statutes and regu- 
lations, the courts soon had many occa- 
sions to pass upon it. 


Federal rules on discovery procedure 


Most of the cases on this point have 
come from the Federal courts where 
more vigorous and thorough use has 
been made of discovery procedure. Rule 
34 of the Federal Rules of Civil Proce- 
dure deals with the production of docu- 
ments. It provides: “ the court in 
which the action is pending may (1) 
order any party to produce and permit 
the inspection and copying or photo- 
graphing . of any designated docu- 
ments, papers, books, accounts, letters, 
photographs, objects or tangible things 
not privileged, which constitute or con- 
tain evidence relating to any of the 
matters within the scope of the examina- 
tion... and which are in his possession, 
custody or control . . .” 


Questions arise 


A multitude of questions on the sub- 
ject under consideration fairly leaps 
from the wording of Rule 34. Most of 


‘1 F.R.D. 190 )D. Conn. 1940). 

210 F.R.D. 142 (N.D. Ohio 1949). 

® Maddox v. Wright, 103 F. Supp. 400 (D.C. 
1952). See also Jacobs v. Kennedy Van Saun 
Corp., 12 F.R.D. 528 (M.D. Pa. 1952); Welty v. 
Clute, 2 F.R.D. 429 (W.D.N.Y. 1939). 
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these questions have at one time or an- 
other come before the courts and re- 
ceived various answers. 


Are returns privileged? 

Che first barrier sought to be erected 
against the production of returns was 
that they were privileged and therefore 
not available under Rule 34. The privi- 
leged nature was said to be similar to 
that attached to communications be- 
tween doctor and patient, attorney and 
client, etc. In Connecticut Importing 
Co. v. Continental Distillers Corp.,) the 
first case to pass on the question of privi- 
lege and a leading authority thereafter, 
the court, in an opinion by Judge 
Hincks, found that the returns were 
not privileged. In that case the plaintiff 
was suing for the recovery of lost profits. 
The defendant sought to obtain copies 
of the plaintiff's returns which were in 
the latter’s possession. The defendant 
first argued that the copies were merely 
“documents and papers” within the 
possession of the plaintiff, but it was 
held that the problem was to be treated 
as if the originals themselves were de- 
manded. The court then examined the 
Statutes and regulations and concluded: 

‘The statutory privilege is limited to 
the prohibition of disclosures by the 
officers of the Government; and it is 
further limited by specified exceptions 
whereby under specified circumstances 
even governmental officials may disclose 
the communications. And the courts, 
when once satisfied that a given case 
falls outside the statutory privilege, re- 
fuse to recognize any privilege whatever 
and accord to the communication such 
admissibility as it would under the con- 
trolling law of evidence .. .” 

The court, however, seemingly at- 
tached some qualifications to the avail- 
ability of the returns. It indicated that 
the plaintiff, having put in issue certain 
aspects of its income, had “waived” any 
protection to which it was entitled and 
that such protection would be afforded 
in another case . . . to some defendant, 
sued say, by a commercial competitor.” 
Emphasis added.) 

Ihe court further said that “the 
amount of protection properly required 
against an undue invasion of privacy” 
(emphasis added) must rest largely in the 
discretion of the court, but since no 
protest of this type was made by the 
‘8 F.R.D. 556 (E.D. Pa. 1949). 

80 F. Supp. 107 (D. Del. 1948). 
18 F.R.D. 474 (D. Minn. 1956). 
715 F.R.D. 490 (E.D. Tenn. 1954). 


511 F.R.D. 103 (S.D.N.Y. 1950) cert. denied, 340 
U.S. 951 (1951). 


plaintiff, it did not pass on this im- 
portant question. 

The Connectcut case represents the 
weight of authoritysin the federal courts 
on the question of privilege. However, 
directly opposite views have been taken. 
In O'Connell v. Olsen & Ugelstadt,? a 
personal injury suit wherein the de- 
fendant sought to obtain the returns of 
the plaintiff, the court found that the 
Statutes and regulations provided that 
the returns were “confidential” and not 
available under Rule 34. It noted that 
provision was made for disclosure only 
upon application by the plaintiff or his 
attorney in fact and none was made for 
the production of such returns upon the 
order of a Federal court. The court then 
concluded: “Such a ruling will have no 
serious consequences as the information 
desired can be obtained by intelligent 
use of other discovery procedure.” 

This latter reason was assigned in 
denying production in other cases. Judge 
Youngdahl followed the holding of the 
O’Connell case in Maddox v. Wright. 
It was there expressed that requiring the 
production of income tax returns in 
civil litigation “would open the door to 
innumerable abuses.” 

In Garrett v. Faust,A an action for 
breach of contract, Judge McGranery 
held first that the plaintiff had failed to 
make out good cause for production 
under Rule 34 and then added: “.. . I 
cannot in good conscience require de- 
fendants to submit their income tax re- 
turns for copying. I realize that income 
tax returns may not be privileged to re- 
quire a person to display their contents 
to the party suing him.” 

A further problem concerning de- 
mands for production was raised in 
Reeves v. Pennsylvania R.R. Co.) Under 
Rule 34, production is allowed only 
when the material sought is in the 
“possession, custody or control” of the 
party of which it is demanded. The 
Connecticut case negatived any plea of 
privilege where copies of returns were 
demanded. But suppose the taxpayer 
has not retained copies of his returns. 
Can he be ordered under Rule 34 to 
obtain a copy from the Government? 
The court in the Reeves case said “yes.” 
Judge Rodney reasoned as follows: 

“Having in mind the broad and 
liberal purposes of the discovery process 
provided by Rule 34 and that copies of 
the income tax returns retained by the 
taxpayer are subject to production under 
the Rule and that the taxpayer alone 
has the right to inspect filed returns and 
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obtain copies thereof, I am of the opin- 
ion that the taxpayer retains such a po- 
tential right to custody or control of the 
copies as to require production of such 
copies. The potential right to custody 
and control of the copies may be con- 
verted into an actual custody and con- 
trol solely upon the exercise of the op- 
tion by the taxpayer. If the copies were 
not required to be obtained and _ pro- 
duced and such copies could not be 
obtained by anyone other than the tax- 
payer, then a taxpayer who retained no 
copies or who destroyed copies would 
be in an immeasurably better position 
than the careful person who retained 
such copies.” 

This decision worked»a marked ex- 
tension of the rule governing the avail- 
ability of returns. The»eourt apparently 
either paid no heed to TD 4945 or chose 
to consider the production a “use by 
the person entitled thereto.” Possibly it 
was not brought to the court’s attention 
at all, but if it was, the latter explana- 
tion, in view of the language of the 
court in passing on the question, seems 
more likely. 

This same view was reiterated re- 
cently in Karlsson v. Wolfson, a personal 
injury case, where copies of the 
plaintiff's returns were demanded under 
Rule 34. The court said: 

“I conclude that while a federal in- 
come tax return is privileged, it is privi- 
leged only in so far as unauthorized 
public scrutiny is concerned. Thus the 
defendants here would have no right to 
secure a copy of plaintiff's return direct- 
ly from the Commissioner of Internal 
Revenue. But this is not to say that a 
court may not compel the taxpayer him- 
self to secure a copy of the return for 
proper use in a judicial proceeding upon 
a showing of good cause.” 

A stand diametrically opposed to those 
cases ordering the taxpayer to secure 
copies from the Government was taken 
Aluminum Company of 
America,’ where it was held that “what 


in Austin v. 


is not directly available should not be 
made indirectly available by court order 
in an action between private litigants.” 

A unique attempt to resist production 
was made in Nola Electric Co. v. Reilly,8 
an action for breach of contract to trans- 
fer shares of stock. The plaintiff sought 
to obtain, not returns, but copies of two 
letters and a memorandum submitted 
voluntarily to the Government by the 
defendant. The defendant sought to in- 
voke the common-law privilege designed 
to protect Government informers, but 
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with no success. This plea has never 
been made in a case involving income 
returns, but conceivably a different result 
might occur, since the returns are made 
under compulsion of law. 

On only two occasions has the ques- 
tion of availability of returns in dis- 
covery proceedings been presented for 
appellate review in the Federal courts. 
Neither decision is conclusive. In June 
v. George C. Peterson Co.,9 an action 
for damages when the defendant sold 
stock pledged with it by the plaintiff, 
the court, in allowing production, made 
no mention of the question of “privi- 
lege’’ or ‘“‘custody or possession.” It dealt 
merely with the materiality of the re- 
turns and decided that because the re- 
turns were “reasonably probable to be 
material” their production and inspec- 
tion should be allowed. United Motion 
Theatres v. Ealand,° a memorandum 
decision, disallowed the production of 
returns, citing Garrett v. Faust, Welty v. 
Clute and Olsen v. O’Connell & Ugel- 
stadt. However, the appellee in that 
case was not represented by counsel, nor 
was any brief filed on his behalf. 

The courts of several states have been 
called upon to decide upon the avail- 
ability of returns in discovery proceed- 
ings wtih the usual divergent results. In 
Ross v. Keilson Cigar Co.,11 a case in- 
volving the Ohio discovery procedure 
which requires the books and writings 
to be in the “possession or power” of the 
party, the court held the returns to be 
in the possession and power of the Col- 
lector and denied production. Peterson 
v. Peterson? a South Dakota divorce 
action where a subpoena duces tecum 
was issued to compel production of the 
returns, held the returns to be privileged 
since only the defendant-taxpayer could 
obtain them. The Delaware Superior 
Court in Connor v. Gilmore,18 an action 
by a widow for the death of her hus- 
band, allowed production. Leonard vw. 
New 
judgment-debtor was being examined in 


Wargon,!4 a York case where a 
proceedings supplementary to execution, 
allowed discovery, citing the Connecti- 
cut case. Copies of returns were found 
not to be privileged in Samish v. 
Superior Court,5 a California decision 
where the plaintiff sought to restrain the 
grand jury and prosecuting officers from 
obtaining possession of his returns in 
® 155 F2d 963 (7th Cir. 1946). 

10 199 F2d 371 (6th Cir. 1952). 

11 69 N.E. 2d 208 (Ohio 1946). 

1270 §.D. 385, 17 N.W. 2d 920 (1945). 

18 45 Del. (6 Terry) 184 (1949). 


455 N.Y.S. 2d 626 (Sup. Ct. 1945). 
528 Cal. App. 685, 83 P.2d 305 (1938). 
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connection with an investigation into 
bribery and corruption in Government. 
The court indicated that a privilege 
existed, but only in favor of the original 
returns. 


Conclusion 


It would seem from the above discus- 
sion that a majority of the jurisdictions 
that have passed on this question are 
committed in varying degrees to allow- 
ing demands for production where the 
returns are relevant and good cause is 
shown. The plea that a statutory privi- 
lege exists in favor of the taxpayer is 
doubtful. At statutes and 
regulations protect the taxpayer only 
revelation of con- 
to persons not 


most the 
against “wholesale 
fidential information 
determined to have a legitimate interest 
therein,” and a privilege exists “only 





“Amendment” to refund claim raised 
new issue; was new claim and untimely. 
The asserted that tax- 
payer's partnership income was 


Commissioner 
1954 
really taxable to a corporation. If the 
taxpayer 
would be entitled to a refund; he there- 
filed a 
After the time for filing had expired, he 
“amended” that claim by requesting re- 
fund of additional tax he had paid when 


Commissioner could succeed, 


fore timely protective claim. 


the Commissioner included his wife's 
partnership income on his return. The 
court holds the validity of the wife’s 
Status as a partner was a new issue and 
could not be added to the previous claim 
by amendment. It was a new claim. Since 
it was filed too late, it is dismissed. 
Scharp, DC Oreg., 12/14/56. 


Fraud in withholding summaries; evi- 
dence voluntarily turned over by officer 
admissible [Certiorari denied]. The cir- 
cuit court sustained the conviction of 
the president and another corporate offi- 
cer for fraud in concealing admission 
taxes collected by the theater corpora- 
tion. The act of concealing monthly sum- 
maries of tax is willful, the court said. 
Records voluntarily turned over to the 
Government by a corporate officer are 
there is no _ self-in- 
crimination. HJK Theater Corp., cert. 
den., CA-2, 8/2/56. 


proper evidence; 


IRS can examine records despite claim 
of residence abroad. An international 
lawyer, taxpayer practiced in foreign 


New procedural decisions this month 





insofar as unauthorized public scrutiny 
is concerned.” 

Therefore, whether or not a particu- 
lar demand for production should be 
granted rests within the sound discretion 
of the court. Adequate guideposts for 
the exercise of this discretion are pro- 
vided in the various procedural rules. 
It is suggested that the court should (1) 
require the showings of 
relevancy and good cause; (2) consider 


necessary 


by whom and against whom the motion 
is made, e.g. a party who puts his earn- 
ings in issue cannot complain if his 
opponent moves for production of his 
returns; (3) require a showing that the 
information could not just as easily be 
obtained elsewhere without inspection of 
the returns; and (4) if production is 
ordered, apply the appropriate safe- 
guards. * 





countries. He was subpoenaed by the 
Service, but he declined to answer some 
questions. He argued that he was a 
bona fide resident of a foreign country 
in the years under review and was there- 
fore exempt from U. S. tax on earnings, 
that questions concerning income were 
irrelevant if he was not required to file 
a return, and that the only inquiry 
presently proper is into his foreign resi- 
dence. This court upholds the Service; 
it says taxpayer must answer. The court 
will not try to determine the extent of 
inquiry; to do so might disable the ad- 
ministrative authority. Carroll, DC NY, 
1/3/57. 


Agreement not a statutory closing; but 
equity bars refund. The court here 
directs a verdict for the Government in 
taxpayer's refund suit. The taxpayer 
had agreed, in settlement for a tax year, 
not to sue for refund. [Apparently he 
signed an 870. Ed.] The court holds the 
agreement is not binding, because it 
was not the closing agreement signed 
by the Secretary, the only statutory way 
However, the 
holds that equity bars a refund. The 


to close a_ year. court 
Commissioner relied on that agreement 
and forebore additional tax and negli- 
gence penalties he had once asserted. 
It would be unfair to permit taxpayer 
to sue now that Commissioner’s time for 


assessment had passed. Daugette, DC 
Ala. 9/11/56. 


Limitations on refunds don’t apply to 
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unapplied payment of estimate. Tax- 
payer paid some $63,000 on 1945 esti- 
mates but claimed only $53,000 on his 
return. The return was audited and an 
additional $3,000 assessed and paid. Few 
facts are given, but apparently the $10,- 
000 error was not discovered until 1950 
when claim for refund was filed. The 
Commissioner refunded the $3,000. [Ap- 
parently he applied the regular rule on 
refunds and would refund only pay- 
ments within two years, more than three 
years from filing having passed. Ed.] In 
a brief conclusion of law and without 
an opinion, the court holds that the 
Collector is required “by way of implied 
contract” to repay the rest of the $10,- 
000 “deposited” with him. Simon, DC 
Cal., 9/25/56. 


Five-year limitation period for 25% 
omission applies even if omission ex- 
plained (old law). Noting that a circuit 
court decision might be interpreted as 
holding otherwise, the Tax Court fol- 
lows its own rule that, under the 1939 
Code, the five-year period of limitations 
on assessments applies to omitted income 
even though the information appears in 
schedules attached to the return. Tax- 
payer omitted capital gain representing 
more than 25% of the gross income 
shown on the return, but that omission 
was explained in a statement attached 
to the return. [The 1954 Code makes the 
extended statute inapplicable if the 
omission is reported some place in the 
return or in papers attached to it. Ed.] 
Lawrence, 27 TC No. 82. 


Barred refund allowed as equitable re- 
coupment. Deficiencies in income tax 
for years prior to decedent’s death were 
paid after the period of limitations had 
expired for claiming refund of estate tax 
arising from reducing the estate by these 
liabilities. Accordingly, the claim for 
refund of estate tax was disallowed by 
the Commissioner. The executrix then 
filed timely claim for refund of income 
tax in the amount of the estate tax re- 
fund originally claimed. The court 
affirms the allowance of the claim by 
the district court under the doctrine of 
equitable recoupment. The barred claim 
and the deficiencies were both, in effect, 
the result of a single transaction. Herr- 
ing Estate, CA 4, 1/2/57. 


Tax Court says it won’t follow circuit 
courts. The Tax Court reviews its policy 
of adhering to its own opinions until the 
Supreme Court decides an issue despite 


reversals by courts of appeals. It points 
out the difficulties that would arise if it 
applied the rule of the circuit to which 
the case might be appealed. Noting the 
recent Stacey Manufacturing Co. case 
(237 F2d 605) in which it was ad- 
monished by the court of appeals to 
follow the circuit, the Tax Court de- 
«lines unless directed by Congress or the 
Supreme Court. Lawrence, 27 TC No. 
82. 


Compromising with one joint obligor 
doesn’t release others. Taxpayer and 
others were assessed taxes and penalties 
of $47,000 for operating an unbonded 
distillery. The court holds that the com- 
promise, made with one of the jointly 
and severally liable parties, specifically 
provided that claims against the others 
were unaffected. Taxpayer argued that a 
release of one was a release of all. The 
court holds that since the Government 
has the power to proceed against the tax- 
payer for the entire amount, it can 
proceed for a lesser amount after a 
partial collection in compromise with 
another. The court requires a saving 
clause; the offer in compromise must 
state that the obligations of others will 
not be affected. The court does not 
discuss the effect of the compromise on 
this taxpayer’s right of action against his 
co-obligor, who had here paid $5,000 in 
the compromise offer. Wainer, CA-7, 
1/3/57. 


Deficiency notice valid though without 
Director’s signature. The Tax Court 
holds it has jurisdiction where the 
statutory notice of deficiency was timely 
filed and had the Commissioner’s name 
typed on it, even though it was un- 
signed by a District Director or any other 
representative of the Commissioner. 
Kelly, TCM 1957-7. 


“Excessive” assessments do not violate 
due process. ‘Vaxpayer-attorney attacked 
a deficiency assessment on the ground 
that it was excessive and amounted to a 
deprivation of property without due 
process. The argument is held to be 
without merit. The court points out 
that if a taxing statute is within the 
power of Congress, the fact that the 
rates thereunder may be excessive, con- 
fiscatory, or destructive does not in- 
validate it. Acker, TCM 1957-17. 


Form 10428 may be reproduced. Sub- 
stitutes for Form 1042S may be privately 
printed with slight variations in format, 
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and used without specific IRS approval 
if enumerated conditions are met. Rev. 
Proc. 57-4. 


Placing coin-operated devices on an- 
other’s premises is a leasing arrange- 
ment; 1099s required. An agreement 
under which a corporation places coin- 
operated amusement and gaming devices 
on premises occupied by another in re- 
turn for a percentage of gross receipts 
less specified expenses constitutes a lease 
of space by the corporation. According- 
ly, it must file information returns 1096 
and 1099 if payments to a lessor other 
than a corporation amount to $600 or 
more. Rev. Rul. 57-7. 


Stockholders liable for corporate tax; 
distribution to them make it insolvent. 
The court finds that the corporation in 
which taxpayers were shareholders was 
subject to EPT tax though in dissolu- 
tion. The court therefore includes this 
tax among the corporate liabilities on 
the date of liquidation distributions and 
finds that the distributions rendered the 
corporation insolvent. The stockholders 
are therefore liable for the corporate 
tax. Neill, DC Tex., 12/27/56. 


Collateral estoppel bars suit in different 
tax year; facts and law unchanged. Tax- 
payer, a racetrack operator, was required 
to collect and turn over to the state of 
Maryland a portion of the mutuel pool 
but could obtain refund to the extent 
of capital improvements. Taxpayer 
claims that these refunds are not in- 
come. In a prior suit for prior years by 
the same parties on the same facts, the 
refunds were held to be income. Since 
the statutes and case law were also the 
same, this suit is barred under the doc- 
trine of collateral estoppel. Southern 
Maryland Agricultural Ass’n, Ct. Cls., 
1/16/57. 
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Cash hoards: how the courts determine 


whether they indicate frugality or fraud 


by FRED NEELY 


In defending a net-worth case which hinges on the taxpayer’s argument that he had 


accumulated a hoard of cash,.the tax practitioner must realize that success can 


depend upon any number of intangibles not related to the cash itself. The author, 


a well-known Greenwood, Mississippi, CPA, thoroughly researched this field and 


concluded that much of the essence of these cases is intangible and must be 


evaluated in somewhat non-tax terms. If you have a net-worth case pending, you'll 


find this article of great immediate value; if not, you'll find this one of the more 


colorful articles to appear in these pages. 


TUDENTS IN THE DISTANT FUTURE who 
look the life of 


times may recapture from some of our 


backward at our 
tax cases something of the epic of a 
legendary America. Among those stories 
few will be more absorbing than those 
of the bundles of bills hidden away in 
lock And if the 
pleasures of debate still persist in the 
study halls, the professors who follow 


glass jar and box. 


the arguments may still be puzzled over 
whether our judges made a_ correct 
separation of fact and fantasy. 

The hiding of money is a secretive 
act. The man who buries money does 
not share knowledge of his hiding place 
with many people. The record of the 
accumulation is likely to be in_ his 
When the accumulations of 
years come out of hiding through the 
purchase of property or the making of 
large deposits, a truthful account of 
what has happened is likely to sound 
like fiction to a revenue agent whose 


memory. 


wife is waiting eagerly for the few dollars 
of the pay check that are not allotted to 
payment of installments, rent, and 
monthly bills. Out of these situations, 
there has come a colorful parade of 
tax cases before the courts. Here the de- 
cision of a sincere and able judge may 
hinge on the credibility of a flustered 
and nervous who is 


taxpayer un- 


accustomed to lawyers and the ways of 
the court room. 


The Descos case 

The case of George Descos of Seattle, 
Washington, followed a typical pattern.1 
Descos, a Greek immigrant, came to this 
country in 1909. He had not gone to 
school beyond the third grade in Greece. 
He never married and had no de- 
pendents. 

The findings of fact show that Descos 
was very thrifty. He worked as a laborer 
for mines and railroads from 1909 to 
1918. During that time, he saved $2,900. 
From 1918 through 1928, he was in the 
restaurant business in Ogden, Utah. The 
record of the showed that he 
worked twelve hours daily. He paid $15 
monthly room rent, ate meals furnished 
him at the restaurant where he worked, 
and the few clothes he bought were 
laundered at the expense of the busi- 
ness. Descos claimed that he secreted his 
savings in the basement of the restau- 
rant. He said that he had $13,000 when 
he sold out in 1928. After that, he 
worked in various restaurants in a num- 
ber of western states and lived on his 
1942, 1943, and 1944 he 
invested more than $12,000 in stock of 
American Telephone, Bethlehem Steel, 
Anaconda Copper, and Marine Midland 


case 


income. In 


paying for the purchases with currency. 
Upon discovery of the transactions years 
later in 1949, Internal Revenue Service 
asserted that the cash paid for the stocks 
was earnings in the years the stocks were 
purchased. 

During five years of the restaurant 
operation in Ogden, Descos was in part- 
nership with Pete Canovas. The widow 
of Canovas testified that she often wit- 
nessed the division of profits which were 
substantial. She testified too that Descos 
distrusted banks. 

Descos had no expensive living habits 
and saved much of what he made. Judge 
Johnson of the Tax Court said that he 
found it easier to believe Descos’ story 
that the funds invested by him in stocks 
was money he had saved in previous 
years than it was to accept the theory 
that it was earned after January 1, 1942, 
from some unknown source. The deci- 
sion held that Descos had properly re- 
ported his income. 


The Whittemore case 


Cash, Government bonds, and cashiers 
checks in a lock box brought an assess- 
ment of $62,000 of additional tax and 
fraud penalties against James Quince 
Whittemore of Jacksonville, Florida, for 
the taxable years 1942 to 1945. Besides 
distrusting banks, Whittemore’s explana- 
tion showed that he was having family 
difficulties and he felt that money could 
be better concealed in a lock box than 
if on deposit in a bank. 
the 
Whittemore operated two bars, a pack- 


During years under review, 
age store, and a smoke shop. In his 
establishment were a coffee shop and a 
barber shop which he rented to others. 
He had been in business since 1909. His 
had 


business, drug store, hotels, and _taxi- 


activities included a construction 
cabs. The evidence showed that he had 
lived frugally in those years and had 
saved his money. It was conceded that 
returns prepared for the years 1942 
through 1945 

accord with the 
had been employed during the years as 


were substantially in 


books. Witnesses who 


bartenders, clerks, bookkeepers, and 
managers testified that transactions were 
correctly recorded as they occurred. It 
was shown that Whittemore was nearly 
blind during the taxable years, that dur- 
ing part of the time he was away from 
his business, and that he was forced to 
rely very largely on his employees and 
managers in the operation of his busi- 
ness. The Tax Court decided that the 


returns of the taxpayer for the years 
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years 


under review accurately reflected the full 
tax liability for those years. Cited as the 
main reason for this decision was the 
inability of the Government to point 
to any known source of unrecorded in- 
come. The failure to make an accurate 
determination of the taxpayer's net 
worth at the beginning of the period 
was also held to bar the use of a net- 
worth basis in determining taxable in- 
come in this case.? 


The Bowman case 


\ case coming out of Massachusetts 
involving the tax years 1946 through 
Tax Court 
early in 1955. The taxpayer, Oscar L. 


1949 was decided by the 


Bowman, was born in Sweden in 1878. 
Che findings of fact show that Bowman 
worked in grocery stores and markets of 
Massachusetts cities from 1897 to 1910. 
In the years after that, he operated 
stores of his own or was manager for 
others. Large income tax assessments for 
the years involved arose chiefly from the 
Service’s refusal to concede the existence 
of a cash hoard at the beginning of the 
period in their computation based on 
net-worth statements. Testimony estab- 
lished that taxpayer developed a habit 
of thrift in his boyhood which had per- 
sisted throughout the years. Gifts and 
$14,000 were 
shown to have been received by Bow- 


legacies amounting to 


man. On January 1, 1946, he claimed 
that he had accumulated approximately 
$79,000 in savings which he had hidden 
in a box. The decision hinged on the 
credibility of the taxpayer's testimony. 
He alone testified to the accumulation. 
He was 76 years old, and his testimony 
covered a period extending over about 
50 years. In excluding cash on hand at 
ihe beginning of the period from in- 
come, Tax Court Judge Tietjens said 
that he had carefully observed the de- 
meanor of the taxpayer while testifying 
and that in his opinion the evidence 
was credible. The cash hoard of about 
$79,000 at the beginning of the period 
was therefore accepted as a fact. 


The Hollander case 


Alfred 
Massachusetts, was born in Germany in 


Hollander of Longmeadow, 


1899. He attended medical schools in 
Germany. Hollander started to practice 
medicine in Westphalia, Germany, in 
1926. His uncle was a physician, and he 


110 TCM 270 (1951). 
27 TCM 845 (1948). 
‘14 TCM 46 (1946). 
‘10 TCM 617 (1951). 
11 >M 1086 (1952). 
*12 


T 
T 
TCM &83 (1953). 


Ar 


took over his uncle’s medical practice 
at his death. According to testimony, he 
accumulated a substantial amount of 
money through inheritance, profitable 
investments, and his medical practice. 
By 1936, he was making plans to leave 
Germany. His wife, also a_ physician, 
1936. From 
time to time. Hollander sent marks by 
couriers into Holland. On his way to 
America in 


emigrated to America in 


1938, according to state- 
ments outlined in the court record, Hol- 
lander stopped in Holland. There he 
picked $40,000 cash and 
brought it to America. More than $38,- 
000 of unexplained deposits went into 
Hollander’s bank account in 1945, and 


up about 


the Government determined that this 
represented income of the years 1944 
and 1945. Here again, the chief question 
was the credibility of the witness. In the 
1951 decision, the eminent lady of the 
Tax Court, Judge Harron, found as a 
fact that Hollander brought about $40,- 
000 to the United States with him in 
1938 and that the Government incorrect- 
ly increased taxpayer's 1944 and 1945 
income by the inclusion of the deposits 
made from the cash hoard.4 


The Drake case 


A 1952 Tax Court decision in the 
case of William Loneal Drake of Fair- 
field, Alabama, likewise accepted the 
testimony of a about the 


amount of cash on hand at the _ be- 


physician 


ginning of a period for which an assess- 
ment based on a net-worth computation 
had_ been 
Arundell 


made. Tax Court Judge 
noted that the Government 
did not establish any source of taxable 
income that would account for the differ- 
ence in income as reported and that 
determined by the Revenue Service. In 
this case, the proposal for the tax assess- 
ment included the suggestion that the 
petitioner’s returns for the taxable years 
prior to those in question did not re- 
port sufficient income to ac- 
count for the petitioner’s net worth as 
of December 31, 1945. The Judge in his 


taxable 


decision disposed of this by saying that 
“we are concerned only with the years 
before us and there is nothing in the 
record from which we could determine 
whether the petitioner’s returns in prior 
years were correct or incorrect.”’5 


The Spalding case 


Little bits of drama like those that 
crowd the pages of the Maurice A. 
Spalding story now and then enliven 


the dull narrative of tax decisions with 
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rich touches of color. Spalding, a Seattle 
physician, in his recital of how his ac- 
cumulated hoard was kept, said that he 
had at one time stored it in the oven 
of a gas range in Indianapolis for four 
years while visiting in Europe and other 
places. The Tax Court judge indicated 
a lack of faith in taxpayer’s testimony. 
A record of the low income reported in 
the years 1921 to 1942 was noted in the 
finding of facts. 

The Tax Court ruled that “the life 
history of the petitioner and how he 
accumulated and secreted his hoard are 
beside the basic question of fact which 
is whether the petitioner actually had 
approximately $75,000 in cash when he 
came to Seattle in 1940.”" The decision of 
July 31, 1953, in favor of the taxpayer 
was apparently due to testimony of tax- 
payer’s brother who said that he counted 
$61,000 of the cash in 1940 and saw 
enough money in counted packages to 
make up the remainder of the approxi- 
mately $75,000. Judge Tietjens said, too, 
that on the basis of the record he was 
unwilling to believe that taxpayer’s prac- 
tice in Seattle had ever reached the pro- 
portions necessary to have produced the 
income ascribed to him during the years 
1943, 1944, and 1946. The Court ruled 
that since it found that the petitioner 
had a cash fund of approximately $75.,- 
000 there was no existing deficiency in 
tax.® 


The Marinaccio case 


An Internal Revenue agent found 
$5,750 in the safe deposit box of Michael 
Marinaccio, a Washington barber, when 
the box was opened in 1946 at the re- 
quest of the agent. The agent took the 
dates of issue of the bills and added the 
currency to income in the years it was 
issued by the Treasury Department. The 
information slips given Michael by his 
employer were ignored, and his income 
was determined on the basis of computa- 
tion made from net-worth increase plus 
estimated personal expenditures. The 
50% fraud penalty was added to the re- 
vised computation of tax for the years 
1941 through 1944. Marinaccio said that 
the currency in the main represented 
accumulations prior to his coming to 
Washington in 1937. The 
showed that the taxpayer did not 
gamble, drink, or smoke, and that he 
was economical and thrifty in his habits. 
Judge Black of the Tax Court observed 
that it seemed unreasonable to assume 
that taxpayer suddenly turned eco- 
nomical and thrifty and accumulated 


evidence 
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tax problems? 


For the quick answer to all 
Federal tax questions, keep 
Alexander's Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 























all this currency after he came to Wash- 


ington. 


The Roberts and Reese cases 


The assessment of about $48,000 for 
the years 1940 through 1945 in addi- 
tional taxes and penalties against H. L. 
Roberts of Roanoke, Virginia, revolved 
around the principal question of 
whether Roberts had $62,000 in cash in 
1939. One witness testified that he had 
gone to the bank with Roberts in 1939 
and had seen him count more than 
$60,000 in cash in his bank box, includ- 
ing one. $10,000 bill, some five or six 
$5,000 bills and 


denominations. 


some other bills of 
lesser Two other in- 
dividuals who had contemplated a joint 
acquisition of properties with him testi- 
fied that they had seen the cash. Roberts 
won his case.8 

In the cash hoard case of Thomas E. 
Reese which was decided by the Tax 
Court in favor of the taxpayer on Aug- 
ust 23, 1954, Reese explained that the 
cash deposits in controversy had come 
from reserves of cash that he consistent- 
ly kept for emergencies. His statement 
was corroborated by other witnesses in- 
cluding the cashier of the bank at Wake- 
field, Virginia, where the deposits were 
made. Here, too, as in other cases, the 
decision mentioned the lack of evidence 
disclosing a source of taxable income 
not included in the return.® 


The Overbeck case 

The picturesque language of a Tax 
Court judge in the George Overbeck 
decision of August 31, 1955, referred to 
the method of assessment as a shotgun 
approach. Meyer Overbeck, the father 
of George and Louis Overbeck, made a 
cash purchase of $62,000 in bonds in 
1945. After Meyer’s death, it was found 
that he also had some additional bonds 
which were purchased in 1945. An in- 
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vestigating agent found that Meyer had 
no known source of income in 1945. 
The agent took the position that since 
at least $72,000 in bonds were acquired 
by Meyer in 1945, someone must have 
received unreported taxable income in 
1945 to the extent of the amount ex- 
pended. The agent who apparently be- 
lieved in doing a thorough job of pro- 
tecting the revenues added all of the 
purchase price of the 1945 bond acqui- 
sitions to son George and also to the 
other son, Louis, and from the language 
of the decision presumably was ready 
to assess Meyer if that route opened up. 
Meyer had not filed a return for that 
year. The decision noted that the testi- 
mony of counted the 
$62,000 showed that the currency looked 
and smelled very old. The hoard con- 
large 
bills which many years before had been 


bankers who 


sisted chiefly of “blanket-sized”’ 
withdrawn from circulation. The Court 
determined that no part of the amounts 
involved belonged in 1945 income. The 
bonds had been purchased by Meyer 
and were included in his estate tax re- 
turn which offers another illustration 
of the unique stories with which Tax 
Court decisions so constantly enrich the 
American 


ever-moving drama of the 


scene,10 


The Jacob case 


Ameen Jacob operated a taproom in 
Cleveland, Ohio, during 1942, 1943, and 
1944. He sold whiskey, beer, wine, food, 
and soft drinks to his customers who 
were mainly factory workers. His books 
and records consisted of two notebooks, 
purchase invoices, canceled checks, and 
paid bills. The total daily receipts were 
entered in one column and in the other 
the total daily disbursements. Revenue 
agents noted that adding machine tapes 
and records needed to sustain the re- 
corded gross receipts were not kept. Al- 
though the totals in the books agreed 
with the amounts shown on the returns, 
they were rejected as incorrect. The 
Service determined the income on the 
basis of the annual net-worth increase 
which they computed and to which esti- 
mated living expenses were added. In- 
come for 1942, arrived at in this way, 
was determined to be $7,560.55; for 
1943, $7,068.05; and for 1944, $19,499.25. 
Judge Black of the Tax Court said in 
his decision that an income of $19,499.25 
for 1944 


was beyond all reasonable 


probability. He pointed out that the 
cash purchase of a $10,000 U. S. bond 
which had been added by the agents to 


income -had occurred in February, It 
was held unrealistic that a small liquor 


and restaurant business of this kind 


could have had income of this amount | 


by the second month of the year. The 
cash records were accepted as correct by 
the Court. estimated 
amount was added to income to reflect 


However, an 


——————— 


the cost of liquor and food consumed | 


on the premises by taxpayer and his bar- 


tender and the cost of food consumed by | 


taxpayer and his family. Except for these 
additions, the deficiencies were set aside. 


The reason for disallowing the cost of | 


bartender’s drinks was not indicated.11 


The Jorgenson case 

In a decision rendered by the Tax 
Court on May 9, 1956, the court held 
that Vernon H. Jorgenson had unde- 
posited cash on hand of $65,000 at 
December 31, 1945. This narrative re- 
lated that Jorgenson was earning money 


after school when he was six or eight 
‘ 


years old. Throughout his life, he was | 
extremely industrious and frugal. Ver- | 


non started putting his money in a green 


metal box a foot deep under the dirt | 
floor of the basement. When dampness 


caused the bills to start becoming moldy, 
they were put in a glass jar and for a 
while were hidden in a flour barrel. The 
Judge said that while the testimony 
might have seemed remarkable to the 
Revenue Service, the attitude and can- 
dor of the witnesses had brought convic- 
tion to his mind and that it was accept- 
ed as approximately true. The Service 
was upheld on the estimate of $2,400 a 
year living expense.1* 


The Bomholt and Miles cases 

There were some unique angles in a 
Tax Court decision of September 8, 
1950, covering the tax returns of Lean- 
der P. Bomholt and of his brother Otto 
M. Bomholt for the tax years 1938 
through 1945. The Tax Court accepted 
a determination of partnership _ net 
worth of a farm-equipment business con- 
ducted by the two brothers. It was noted 
that notes receivable and the unknown 
liabilities of the business were canceled 
out against each other for lack of reli- 
able information as to the amounts. The 
resulting increase in net income based 
on the unconventional use of the net- 
78 TCM 335 (1949). 
89 TCM 318 (1950). 
®13 TCM 823 (1954). 
10 14 TCM 967 (1955). 
119 TCM 415 (1950). 
1215 TCM 564 (1956). 
189 TCM 754 (1950). 
1414 TCM 237 (1955). 


1513 TCM 271 (1955), 229 F2d 282. 
1°68 TCM 43 (1949). 
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ip net 
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iknown 
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based 


he net 


worth method was apportioned equally 
to each of the eight years under review.18 

In the case of the Estate of James O. 
Miles before the Tax Court, the char- 
acter of the accumulation of currency in 
a safe deposit box adversely affected the 
taxpayer’s case. There were 1100 one- 
bills, 1205 five-dollar bills, and 
1210 ten-dollar bills. No satisfactory ex- 
planation was given as to how such a 


dollar 


large number of small pieces of cur- 
rency had been accumulated. Taxpayer 
and his wife had asserted that large sums 
represented gifts which they had re- 
ceived from their parents in Jamaica, 
the place of their birth.14 


The Kashat case 

S. Kashat 
in Telkaif, a village in a 
farming community of Mosul, Iraq. He 
came to this country in 1927. Ten years 


Shamoon had spent his 


childhood 


later, he went back to Iraq, three years 
after the death of his mother. In 1939, 
he returned to the U. S. During the 
years 1939 to 1944, Kashat purchased 
from cash funds approximately $60,000 
Kashat told of a 
handles and smooth 


worth of 
crock 


flat river stone cover which his mother 


property. 
with green 
had buried two and one-half feet deep 
of the dirt basement 
Kashat, the gold 
coins and jewelry from the crock and 


below the level 


floor. According to 
collections from the villagers for debts 
owed to his mother brought enough 
dinars to exchange for 38,000 dollar bills 
of American currency. The money was 
reported to have been brought in two 
suitcases which were described as being 
packed. In refusing to give credibility 
to the story, the Tax Court decision said 
it was bizarre on its face. Variations be- 
tween statements given to the examin- 
ing officers and those given to the court 
noted. 


were fact re- 


ported that the average thickness of 100 


The findings of 


\merican bills of any denomination is 
one-half inch. The decision of the Court 
that 


said mathematical 


computations 
disclose that the bills reportedly filling 
the two suitcases brought back to Amer- 
ica could have completely filled only one 
of them. Here the alleged discrepancies 
in taxpayer’s testimony and other fea- 
tures which the court thought incred- 
ible resulted in a decision against the 
taxpayer. 

Che 
appealed to the Court of Appeals for 
the Sixth Circuit. The decision of the 
circuit on January 18, 1956, should in 
future days, now long distant, be one 


decision of the Tax Court was 


of the unique stories still surviving 
among the classic gems of American tax 
literature. The circuit court ruled that 
the Commissioner had failed to carry 
the burden of proof in establishing 
fraud for any of the years 1942 through 
1946 and that the deficiencies for those 
years were barred. .However, the defi- 
ciency for 1941 was sustained since no 
return had been filed for that year and 
the tax could be collected at any time. 
The Government had submitted no af- 
firmative proof of the falsity of the tax- 
payer's story. There had been a total 
lack of any suggestion as to a source of 
substantial income to the taxpayer other 
than the claimed inheritance. The Gov- 
ernment had based its case merely on an 
inference of incredibility. The decision 
recited that “A narrative which in the 
light of circumstances in other than 
more backward lands, standards of living 
and incentives to frugality, differing 
from our own, less confidences in banks, 
and more informal procedures in the 
passing of estates, is not to be trans- 
fiat, 
strangeness to an experienced and en- 


formed by mere because of its 
lightened American mind, into the clear 
and convincing evidence, that is the in- 
escapable imperative to a finding of 
fraud.”” Although the Tax Court’s ruling 
for the Commissioner was reversed for 
the barred years, they were sustained for 
the open years. Fraud in the barred 
years could not be presumed, and the 
burden of proof was on the Commis- 
sioner. In the open years, the burden 
was on the taxpayer to furnish proof 
that the determination was erroneous. 
The decision reduced total assessments 
$35,000 to less than 


of more than 


$2,000.15 


The Neth case 

William Neth of Philadelphia, Penn- 
sylvania, made bank deposits of unusual 
size in 1944 in the amounts of $1,800, 
$3,530, and $2,000. In 1945, two depos- 
its of $1,200 each were made. The Ser- 
vice added these deposits to the income 
of those years. The record of the case 
showed that taxpayer and his wife came 
to this country from Germany prior to 
1932. 

Neth and his wife found employ- 
ment in a bakery soon after their arrival 
in this country. In 1932, most of their 
savings were lost, and Neth took a posi- 
tion at $18 per week. By 1940, he was a 
foreman baker receiving $42 per week. 
In April of that year, Neth purchased 
the fixtures of a bakery. Neth baked the 
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pies, cakes, and rolls; his wife did the 
selling. 

Neth’s explanation of cash accumu- 
lations of between $10,000 and $11,000 
was not given credence by the Service. 
Their contention that the story was in- 
herently improbable was overruled by 
Judge Van Fossan in his decision of 
January 13, 1949. The judge said that 
the demeanor of Neth and his wife on 
the witness stand and their explanations 
of the past savings hidden in their home 
convinced him of their truth. He ruled 
that deposits in controversy had no rela- 
tion to taxpayers’ bakery business of the 
current year and that the inclusion in 
income was incorrect.16 

Although the taxpayers involved in 
cash-hoard controversies have been often 
successful in before the 
judges, it does seem that thrift trans- 
lated into hidden hoards has many haz- 


their visits 


ards. From the long hiding place where 
both simple and compound interest are 
strangers, has wasted 
away through inflation comes out to feel 
the harsh touch of tax and threatened 
fraud penalties from the treasury which 
has been the recipient of the long in- 
terest-free loan. Thrift—if that strange, 
eccentric trait is to survive—should buy 
a record book. vr 


currency which 


Fraud prosecutions 
increased in 1956 


A CONTINUED  DRIVI would-be 
further sub- 


stantial gains during 1956 in criminal 


against 
tax evaders resulted in 
cases instituted, in indictments and con- 
victions, additional taxes and 
penalties recommended, Internal Rev- 
enue Commissioner Russell C. Harring- 
ton reported recently. 


and in 


The Intelligence Division of the In- 
ternal Revenue Service has the primary 
function of ferreting out and investi- 
gating that portion of the taxpaying 
public which willfully attempts, in any 
manner, to evade the payment of Federal 
taxes applicable to income, wagering, 
transportation, coin-operated amusement 
and all 
excepting 


and gaming devices, other 


Federal taxes, those on 


alcohol, tobacco and narcotics. 
During the calendar year 1956, Special 
Agents of the 


Intelligence Division 


1956 1955 
Criminal proceedings 
recommended 2,580 1,942 
Individuals indicted 1,716 1,465 
Individuals convicted 1,509 1,378 


Additicnal taxes & 

penalties assessed 
Fines assessed ae 
Sentences, years 


$111,569,000 $105,834,000 
$2,747,000 
SRG cette 
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screened and evaluated over 92,000 leads 
relating to possible tax evasion. This 
that de- 
veloped by the Division, was received 


information, in addition to 


April 1957 

from other divisions in the Internal Rev- 
enue Federal, state 
local government agencies, from inform- 


Service, from and 


ants and many other sources. 





NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 








Jury finds no fraud. In a suit for 
refund of income taxes and fraud penal- 
ties, the jury finds no fraud in a case 
where the facts are not reported. The 
judge instructed the jury that taxpayer 
had the burden of proof as to his in- 
come. On the issue of fraud, the burden 
was with the Government. 


Cleveland, DC Ga., 11/6/56. 


of proof 


Only one penalty for nonfiling of esti- 
mated return [old law]. The judge di- 
rected a verdict in favor of taxpayer for 
recovery of the penalty, under the 1939 
Code, for substantial underestimation. 
He reasoned that since the penalty was 
assessed for failure to file, no additional 
penalty could be assessed for underesti- 
[The 
nounced that he is not following cases 
denying the double penalty. Ed.] The 


jury finds that failure of taxpayer to file 


mation. Commissioner has an- 


was due to reasonable cause so that the 
penalty for wilful neglect was also in- 
applicable. The facts of the case are not 
reported. Cleveland, DC Ga., 11/6/56. 


Use of fictitious names warrants fraud 
penalty. An individual engaged in buy- 
ing and selling food products in Ohio 
and New York 


by concealing his 


understated his income 
business activities 
through the use of fictitious names for 
two of his bank accounts. He kept no 
books or business records. On the facts, 
the court holds the fraud penalty was 


properly imposed. Sens, TCM 1956-279. 


Unreported fraud conviction affirmed. 


Reviewing a previously unreported 
fraud conviction, the appellate court 
in a very brief opinion that contains no 
facts, finds the evidence sufficient to 
sustain the verdict and the charge to the 
jury to have been correct. Artis, CA-6, 


11/26/56. 


Net worth determined by Commissioner- 
of-Court upheld 
The Court of 


Government 


[Certiorari denied.) 
that the 


introduced 


Claims found 


had not evi- 
furnish a basis for 
The 


manded to a Commissioner-of-the-Court 


dence sufficient to 


entering judgment. case was re- 


to take evidence on opening net worth. 
The court accepts that determination. 
Meyers, cert. den. 1/28/57. 


Loss of records not proof of fraud. 
Taxpayers paid fraud penalties and 
deficiencies for years barred except for 
the fraud. Upon this suit for refund, 
the burden of proof of fraud is on the 
Government. The court holds the bur- 
den is not met. The Government showed 
merely that taxpayer’s records were lost 
and that net-worth computations re- 
vealed a higher income than reported. 
l'axpayer’s attorney testified he had pre- 
pared the returns from complete records 
and that the records had been lost in 
his office. Moreover, the net-worth com- 
putation unrealistically high 
estimates of living expenses. Hall, DC 
Ga., 11/7/56. 


showed 


Evasion issue turned on credibility; con- 
jury upheld 
denied]. The Ninth Circuit upheld tax- 
payer’s conviction for income tax eva- 
sion, saying that the credibility of the 
taxpayer was the principal issue before 


viction by [Certiorar 


the jury and that the jury was properly 
instructed. Olender, cert. den., 1/21/57. 


Fraud penalty affirmed; no books kept 
[Certiorari denied]. Taxpayer, practic- 
ing physicians, kept no books. The Tax 
Court held that the taxpayers’ testimony 
was unworthy of belief and sustained 
deficiencies and fraud penalties. The 
Third Circuit affirmed. M. Kelberg, 
cert. den., 1/14/57. 


Net-worth cash understated; wife had 
the Orient. 
and 


hoard in Taxpayers were 


husband wife who were assessed 
taxes and fraud penalties for the years 
1945 through 1950. The court finds that 
prior to their marriage in 1944 the wife 
had accumulated $30,000 in 
China 1934 to 1937 
never deposited in banks, and that she 
gave this money to her husband. Tak- 


ing this hoard into consideration, the 


cash in 


from which she 


court finds the net-worth computations 


income. 


understatement of 
Hodgkinson, DC Cal., 12/18/56. 


show no 


Commissioner can use net worth to- 
gether with specific adjustment. The 
Commissioner reconstructed the net in- 
come of taxpayer, an ophthalmologist, 
for the years 1940 through 1949 by the 
net-worth method, and used the avail- 
able records with specific adjustments for 
determining the income for the two fol- 
lowing years. Taxpayer argued that as 
his books and system of accounting were 
inadequate the net-worth method should 
have been used consistently for the 
entire period to avoid a distortion of 
income. The court sustains the use of 
both methods as reasonable, but it did 
adjust the Commissioner’s computations. 
Fraud penalties are upheld for 5 of the 
12 years involved. Hicks, TCM 1957-24. 


Self-incrimination plea raised too late; 
must submit information. The court 
accepted taxpayer’s plea of ill health 
preventing court appearance, but order- 
ed taxpayer to disclose his assets and 
recent expenditures. Taxpayer refused, 
alleging that his answers might tend 
to incriminate The holds 
that he stood in no peril. Taxpayer had 


him. court 
had no earnings for many years, and 
the only possible crime—willful nonpay- 
ment of the tax in the years he had in- 
come—was Statute of 
had 


acknowledged possession of a large sum 


barred by the 
limitations. Moreover, taxpayer 
of money. If this was incriminatory, the 
admission had _ already 


Brody, DC Mass., 1/11/57. 


been made. 


Fraud penalty imposed on IRS em- 
ployee. Taxpayer, a zone deputy collec- 
tor of internal revenue, failed to report 
bribes. He is held to have deliberately 
omitted considerable amounts of in- 
come with intent to evade tax. The court 
notes that taxpayer made no attempt to 
refute the Commissioner's proof. Meller, 
TCM 1957-18. 


Failure to controvert negligence deter- 
mination sustains penalty. At the trial, 
taxpayer’s counsel conceded the Com- 
missioner properly disallowed the deduc- 
tion in the year at issue. He explained 
that the case was put before the court 
to obtain a final determination so that 
taxpayer could file a refund claim for 
a prior closed year on the ground that 
the two The 


court sustains the negligence penalty, as 


years were inconsistent. 
taxpayer presented no evidence or argu- 
ment to controvert the Commissioner's 
deficiency Hill, TCM 


1957-2. 


determination. 
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Cost predictions show that businesses 


should switch to Lifo now to save taxes 


by EDSON L. FOSTER, JR. 


With the Macy’s case recently pointing out to even the layman that the Lifo user 


can save large sums of money, the tax practitioner must remember that most 


economic forecasts show that similar gains are probable for the Lifo user during 


the coming years. Making economic figures simple, the author points out that 


anticipated increases in wages and productivity mean that inventory valued at 


one dollar today may be valued at two dollars 40 years from now. Such figures, 


he says, indicate the necessity for adopting Lifo wherever possible. 


IFO HAS BEEN an important factor in 

— keeping inventory profits out of in- 
come statements for many companies. 
Its tax advantages and its value in re- 
stockholders 
and other readers of financial statements 


ports to dividend-hungry 


such as labor unions are well under- 
stood. Its shortcomings are also well 
known. Yet many companies which have 
not adopted the Liro inventory method 
are reminded that they still can and that 
it may never be too late to take ad- 
vantage of the benefits which are avail- 


able. 


Trend of costs 


Numerous questions must be answered 
prior to the adoption of the Liro inven- 
tory method, but the two major points 
to be considered are: (1) will costs rise 
over the years; (2) if so, what are the 
current average-purchase and produc- 
tion costs in relation to the estimated 
average costs next year, the year after, 
five, ten or twenty years from now? 

For the majority of manufacturers, 
the questions turn on the cost of labor— 
not only direct labor costs, but also the 
influence labor costs have on overhead, 
raw materials, supplies, etc. 

During the past 20 years, the average 
hourly wage in industry has steadily 


risen. Many labor-management agree- 


ments signed in 1956, such as steel and 
aluminum 


pre »nducers, autc motive and 


electrical industries, cover a three-year 
period, so that the near future can be 
predicted with ease. The trend will con- 
tinue. These agreements can be used as 
a guide because 80% or more of manu- 
facturing labor is controlled (either di- 
rectly or indirectly) by agree- 
ments. Certain industries, such as steel, 


union 


automotive, aircraft and rubber, are al- 
most completely tied to labor-mangae- 
ment agreements. 

For the long-term trend of wages, we 
can refer to the indication by unions 
that their goal is a minimum pay in- 
crease of 5% per year (to balance an 
assumed 5%, annual increase in produc- 
tivity for industry as a whole). 

The assumption that productivity will 
balance out wage increases is an impor- 
tant point to consider when attempting 
to chart the trend of costs. There is no 
need to elaborate on this as the reasons 
are obvious. 


What bankers predict 

The following article appearing in the 
October, 1956 issue of Business in Brief, 
prepared by the Economic Research De- 
partment of The Chase Manhattan Bank 
of the City of New York, discusses this 
point under the heading: “Will Produc- 
tivity Match the Rise in Wage Rates?” 
The article said: 

“Wages outpace prices — experience 
shows that, over long periods, manufac- 


turing wage rates rise faster than indus- 
trial prices. This fact, of course, is one 
of the important reasons for the long- 
term rise in living standards. 

“In the past four decades, average 
hourly earnings in manufacturing have 
multiplied seven times (in dollars not 
adjusted for changes in prices). 

“In the same period, industrial prices 
have multiplied 314 times. 

“Increases in productivity (output per 
manhour worked) have made it possible 
for wage rates to. rise twice as fast as 
prices. Thus, output per manhour in 
manufacturing about tripled between 
1914 and 1955. 

“Prices and unit labor costs — when 
you look at the record over shorter pe- 
riods, the interrelationship between 
wages, productivity and prices is equal- 
ly striking. 

“Between 1939 and 1947, wage rates 
went up 95% while output per man- 
hour rose only 8%. Thus, unit 
costs increased by 73% and industrial 
prices moved up 64%. 


labor 


“In contrast, the rise in productivity 
matched that in wages from mid-1951 to 
mid-1955. Unit costs did not change and 
neither did industrial prices. 

“Since mid-1955 manufacturing wage 
rates have moved up from $1.87 to $2.00, 
or 7%. Output per manhour has shown 
very little, if any increase. As a result, 
industrial prices rose 5%, during the past 
year. 

“At present, then, we are in a phase 
where wage rates seem to be outrunning 
productivity. The hope is that produc- 
tivity will resume its advance in the 
period ahead and help dampen the pres- 
sure on industrial prices.” 


Wage patterns 


The above discussion deals with in- 
dustrial prices as a whole and does not 
necessarily indicate that the same rela- 
tionship is true of all industries. Let us 
look at the pattern of wages in the iron 
and steel industry since World War II 
and compare this to a composite finished 
steel price. 

In 1114 years, wages increased 108.8% 
while the increase in prices was 118.9%. 
This fails to take into account the latest 
increase in wages and prices and also 
does not attempt to project possible fu- 
ture increases in the prices for steel. 
Further price increases are deemed to be 
necessary by the steel industry in order 
to offset agreed-upon increases in wages 
and present and anticipated rises in 
costs. The steel industry also points out 
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As we were preparing Mr. Foster's 
comments on the advantages of Liro 
for this issue, the newspapers were 
reporting Liro news on two well- 
known 
elected Liro late in 1956 and report- 


ed that by so doing it reduced its 


companies. Westinghouse 


taxable earnings from $15.5 million 
to $3.5 million. 1956 was a bad year 
for Westinghouse because of the long 
bitter strikes; management explained 
shift will, while 


that the inventory 





OTHER LIFO NEWS — WESTINGHOUSE AND MACY’S 


reducing reported profit, also cut the 
tax liability and the need for cash. 
For the long term, Westinghouse is 
counting on a continuing rise in 
prices. 

The other Liro 
Macy’s winning the right to use Liro 


news concerning 


turns on the Commissioner’s power 
to regulate the making of the elec- 
tion. Macy’s voted for this inventory 
See case 


method long ago. note on 


page 205. 








that adjustments that cover only in- 
creased costs will not provide the addi- 
tional funds required for anticipated 
plant expansion. 


Effect of wages on inventory 


The question of the direction of 
wages and its effect on costs is purely 
and simply a question of economics. The 
writer does not profess to be an econo- 
mist, a statistician, nor does he claim to 
have the advantage of any special data 
which permits him to predict the future 
with even reasonable accuracy. He can 
only use past history as a guide, taking 
into account the changes in the nature 
1933, 
known facts regarding the near future 


of our economy since and the 
in order to project the possible effect 
wage increases will have on purchase and 
production costs for a particular indus- 
try. 

In effect, that is the sole purpose of 
this article: to make everyone interested 
in the subject think about it again in 
the light of the current round of wage 
and price increases. If you can satisfy 
yourself as to the effect of wages on costs 
by using the following three questions 
regarding a particular industry or com- 
pany, the major consideration prior to 
the adoption of Liro will be answered: 

1. What is the trend of wages in the 
industry? 

2. What is the 
and 


percentage of direct 


indirect wages deferred in inven- 
tory? 

3. What is the trend of wages for sup- 
pliers of raw materials and other sup- 
plies and how much of any wage in- 
crease is generally passed on to consum- 
ers? 

After you consider these points, you 
can calculate a projection of the esti- 
mated tax deferment available by use of 
the Liro inventory method. 


If we can assume that the average an- 


nual increase in wages will be 5%, but 
because of increased productivity only 
one-half of the increased wages will be 
reflected in costs, then costs will double 


every 40 years (2.5% per year x 40 
years = 1). Assuming that inventory 


quantities remain constant during this 
40-year period, then a $100,000 Firo in- 
ventory today would be valued at $200,- 
000 forty years from now. The increase 
in inventory of $100,000 would be re- 
ported as taxable income. At an as- 
sumed average tax rate of 50% for the 
period, $50,000 in taxes would be paid 
on this increase in the dollar value of 
the inventory, or an average annual tax 
of $1,250 on inventory profits. 

Under the Liro method, using the 
same set of assumptions, today’s $100,000 
$100,000 
forty years from now if inventory quan- 


inventory would remain at 
tities remained constant. Use of the Liro 
method as contrasted to the Firo method 
of $1,250 
less in Federal income taxes each year 


would result in an average 


and an average of $1,250 less being re- 


[Mr. Foster isa CPA with Pogson, Pelou- 
bet & Co., certified ‘public accountants, 
in New York City.] 


ported as net income after taxes an- 
nually. 


Every taxpayer can use dollar-value Lifo 


Dollar-value Liro (inventory consid- 
ered as dollars of investment rather 
than units) is available to all taxpayers 
that wish to elect to use the method. 
Since 1949, taxpayers have been permit- 
ted to use any method of Liro computa- 
tion which the Commissioner is reason- 
ably satisfied is adoptable to the pur- 
pose and within the extent of the stat- 
ute. 

Most companies, and in _ particular 
manufacturing companies, will find that 
the so-called “dollar-value method” is a 
recognized method which can be easily 
adopted to all inventories, no matter 
how complex. As a practical matter, dol- 
lar-value is the only system which is 
readily adoptable when labor is consid- 
ered as an element of the Liro method 
of inventory valuation. 

With the advent of dollar-value Liro, 
the clerical work involved in the neces- 
sary Liro inventory valuation computa- 
tions has not increased to the extent 
which many businessmen have been told 
is necessary. It has been the writer's ex- 
perience that it often happens that little 
or no additional clerical work is neces- 
sary. Where it is necessary to expand 
the normal valuation procedures, the re- 
sulting detail and information is deemed 
important enough, from a_ statistical 
point of view, to warrant the additional 


expense involved. In fact, the adoption 








Average hourly wage iron Composite finished steel 
and steel industry' prices” 
Percent Percent 

Year Per hour Index increase Per 100 lbs. Index increase 
1944 $1.183 100.0 $2.65 100.0 
1945 1.246 105.3 5.§ a 103.0 3.0 
1946 1.348 113.9 8.2 3.00 113.2 9.9 
1947 510 127.6 12.0 3.42 129.1 14.0 
1948 580 133.6 4.6 3.91 147.5 14.3 
1949 1.646 139.1 4.2 4.21 158.9 td 
1950 1.691 142.9 27 4.40 166.0 4.5 
1951 1.89 159.8 11.8 4.71 177.7 7.0 
1952 1.99 168.2 5.3 4.82 181.9 2.3 
1953 2.16 182.6 8.5 5.12 193.2 6.2 
1954 2.20 186.0 1.9 5.53 201.1 4.1 
1955 2.37 200.3 vs | 5.61 r 4 BY 5.3 
July 1956 2.47 208.8 4.2 5.80 218.9 3.4 
1 1944-1947 The Conference Board; 1948-July 1956 U. S. Dept. of Labor. 
* American Metal Market. 








of 
the: 
the’ 


uni 
pal 


to 


Ol 


Co 
col 
for 
Na 
Bo 
sen 
ow 


pre 


Pr 


m 
fo 
sh 
th 
le; 
in 
th 


as 


su 
th 





Pelou 


tants, 


S$ an 


5 Lifo 
onsid 
rather 
payers 
ethod. 
ermit 
iputa- 
eason 

pul 


Stat 


iculai 
d that 
Pee 
easily 
nattel 
r, dol 
ich is 
onsid 


ethod 


Liro, 
neces 
puta 
xtent 
n told 
r’s ex 
little 
neces 
xpand 
he re 
-emed 
istical 
tional 


yption 





Oo 


Liro by some companies has forced 
them into developing information which 
they now find invaluable as statistics. 

Companies which are now using the 
unit Liro method might consider ex- 
panding their Liro base and switching 
to dollar-value Liro. 


It may never be too late to adopt 
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Liro, but for each year it is put off many 
companies run the calculated or uncal- 
culated risk of reporting inventory 
profits as taxable income — profits which 
cannot be banked and therefore cannot 
be used for taxes, dividends, wages, and 
the replacement of higher-priced inven- 
tory items. 


Real-estate men protest proposed changes 


on leases and mortgaged property 


i} AX ADVISORS to real-estate interests 
4 are watching the changes the Mills 
Committee is proposing; several of these 
could have great impact on current 
forms of planning and financing. The 
National Real Estate 


Boards pointed out in letters to Repre- 


Association of 


sentative Mills and memoranda to their 
own members some implications of the 


proposals. 


Property subject to renewable leases 


how J. C. 
of the 


[his is Williamson, Sec- 


retary Counsel Association, an- 
alyzed this proposal (8th on the Mills 
Committee list of unintended benefits): 

Generally, taxpayers are required to 
spread the recovery of the cost of prop- 
erty over its useful life. However, tax- 
payers constructing buildings or other 
improvements on leased property amor- 
tize the cost of the improvements over 
the life of the lease where this is shorter 
than the life of the improvements. This 
generally is true even if the lease is re- 
newable at the option of the lessee and 
the cost of the improvements would 


otherwise be recovered by the lessee 
over the life of the improvements. A 
similar shortening of the recovery period 
exists where the lessee and the lessor are 
related or subject to common control 
whether or not there is an option to 


renew the lease and whether or not the 


lease is in fact renewed. 

It is suggested [by the Mills Com- 
mittee. Ed.| that the amortization period 
for the improvements made by a lessee 
should include any period over which 
the lessee has the right to renew the 
lease (but no longer than the life of the 
improvements). Where the lease is not 
unrecovered 


renewed, any cost would 


then be deductible in the same manner 
as an abandonment loss. 

In the case of improvements made by 
lessees who are related to the lessors, or 
subject to common control, the cost of 
the improvements could be spread over 


the life of the improvements. In this 
situation where a lease is not renewed, 
any unrecovered cost might be available 
for recovery by the property owner 
through depreciation. Related taxpayers 
for this purpose would include ancestors, 
spouse and lineal descendants, controlled 
corporations and partnerships, and re- 
lated estates and trusts. Control might 
be defined to mean ownership of 80% 
or more. These changes could be made 
effective with respect to deduction taken 
in taxable years beginning after Decem- 
ber 31, 1956. 


The Committee’s letter to Mills 


We believe that the Internal Revenue 
Service has adequate authority under 
existing law and Regulations to prevent 
the type of abuses to which the pro- 
posed change is directed. We cite for 
support of this view the Treasury De- 
partment in TD 4957 which states: 

“... Asa general rule, unless the lease 
has been or the facts 
with reasonable certainty that the lease 
will be renewed the cost or other basis 


renewed show 


of the lease or the cost of improvements 
shall be spread only over the number of 
years the lease has to run, without tak- 
ing into account any right of renewal.” 

The proposed Section 8 would apply 
a rigid formula in an area in which 
findings of fact, i.e., “facts show with 
reasonable certainty that the lease will 
be renewed” necessarily control. A de- 
cision whether to exercise an option to 
renew a lease brings into play various 
economic factors existent at the time of 
expiration of lease. We 
are fearful that the application of the 
rigid formula prescribed by Section § 
would 


the original 


deter the execution of many 


leases on commercial and_ industrial 
property. 
Where the lessee and the lessor are 
related or subject to common control, 
our Association believes, there is ample 


authority in the present law for the 


235 


Treasury to dispose of the problems 
attendant upon a lease between parties 
subject to common control on the basis 
of the usual rules applicable where bona 
fides or good faith is in question. 
Approval would deter private invest- 
ment in many areas suffering an eco- 
nomic decline a shift in a 
basic industry. There are today many 


because of 


economically depressed areas. A char- 
acteristic of such depressed areas is the 
prevalence of commercial and industrial 
properties whose fair market value is 
appreciably less than the outstanding 
balance due on the mortgages. The en- 
trepeneur who risks cash investment to 
undertake the reviving of such “sick” 
industries may prove to be the needed 
stimulant to the economic life 
of the area. Section 12 would, if ap- 


restore 


proved, prevent the entrepeneur from 
filling his vital role. 


Depreciation on mortgaged property 


The Association’s objection to this 
proposal is that under present law the 
basis of property for purposes of de- 
preciation, as well as gain or loss upon 
sale, includes any mortgage on the prop- 
erty at the time of acquisition. In the 
usual case the value of the property at 
the time of its purchase is accurately re- 
flected by this rule. However, cases have 
arisen where mortgages were placed on 
property and subsequently the value of 
the property fell below the amount of 
the mortgage (as, for example, in areas 
where a basic industry moved or went 
into a decline). Such property has been 
purchased subject to these very large 
mortgages, but the purchaser did not 
assume personal liability for the mort- 
gage. The depreciation allowed in these 
cases is based not only on the cash paid 
for the properties but also on the mort- 
gages, even though the taxpayers may 
have no intention of making any pay- 
ments on the mortgages. 

The Mills Committee suggested that 
where at the time of the purchase of a 
property its fair market value is appre- 
than the of a 


ciably _ less amount 


mortgage on the property and no 
personal liability is assumed by the tax- 
payer, the depreciation allowable on 
the property should be limited to the 
amount actually invested. A similar rule 
could be applied where a corporation is 
created merely to take title to the prop- 
erty and it assumes personal liability. 
This change could be made effective . 
with respect to depreciation allowances 
for taxable years after Dec. 31, 1956. 
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Personal tax problems 
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Canadian investment funds offer personal 


tax savings; how long will it last? 


by LEONARD BRUCE BOEHNER 


The now well-recognized tax advantages to the U. S. individual offered by the Cana- 


dian investment fund focus attention on their future. Will public policy in either 


Canada or the U 


. S. bring changes which will kill the tax advantage? To evaluate 


the future tax benefits flowing from use of these funds, this author analyzes the 


manner of their operation, how the tax benefit accrues to the investor, points out 


the deferred tax liability the new purchaser may incur and discusses policy considera- 


tions affecting their survival. 


A* ALERT AMERICAN investor can now 
have only little doubt that Can- 
adian investment 
the flow of U. 
therefore that 


funds do encourage 
S. capital abroad and 
this 


country’s stated foreign policy. They do 


they do promote 
so, however, at some cost to the equity 
of our tax structure. 

As Canadian corporations owned by 
nonresidents of Canada, these invest- 
ment companies pay a maximum Can- 
adian income tax of 15%; if they receive 
no income other than dividends from 
Canadian companies, they pay no Can- 
adian income tax. Since the companies 
plan to the 


American shareholders—and over 85% 


accumulate all income, 
of the shareholders are probably Ameri- 
cans—will pay no U. S. tax on dividends 
received. As income is received and re- 
invested by investment companies, the 
value of their shares will presumably 
increase. When share- 
holder realizes this increment by sell- 


the American 
ing his shares, he will pay only the tax 
on Capital gains at a maximum rate of 
25%, not the higher tax on ordinary 
income. In other words, Americans can 
now realize substantial tax advantages 
rather than 
domestic securities. This inducement, in 
addition to the relative attractiveness of 
investment opportunities in Canada and 
other foreign countries, largely explains 


by investing in foreign 


the appeal of these companies to U. S. 
investors. 


Canadian tax treatment 

Canada’s favorable tax laws undoubt- 
edly encourage the organization and 
growth of such investment companies. 
Because Canada has no equivalent to 
the U. S, accumulated earnings tax, its 
laws present no barrier to a fund’s re- 
taining all of its income. 

The investment companies may choose 
between two alternatives as to tax treat- 
ment under Canadian income tax pro- 
visions; they may elect to be taxed as a 
nonresident-owned investment company, 
or to be taxed as any other Canadian 
corporation. 

Section 70 of the Canadian Income 
Tax Act sets forth the requirements 
which a must meet to be 
classified as a nonresident-owned (NRO) 
investment company. If these require- 
ments are met, all income is taxed at 
15%. 

On the other hand, the fund may 
elect to be taxed as an ordinary Cana- 
dian corporation. Under Section 28, 
any corporation (except one electing to 
be treated under the NRO investment- 
company provisions) may deduct the 
dividends it receives from another Cana- 
dian corporation, providing that the re- 
quirements of that section are met. In- 


company 


taxed at 
ordinary corporation rates, which in 


Canada are 18% on the first $20,000, 
and 45% on any amount over that. In 


terest income, however, is 


addition, the corporation must pay a 
2%, old-age security tax. 

If dividends constitute more than 70% 
of the investment company’s income, it 
can best minimize taxes by electing to be 
treated as an ordinary corporation. 
Assume that 70% of a corporation’s in- 
come represents dividends received, and 
the other 30%, interest. The interest 
would be taxed at about a 50% rate, 
while the dividends would go untaxed. 
The result would be a 15% tax on the 
entire income, the same tax the 
pany would pay if it elected tax treat- 
ment under the NRO investment-com- 
pany provisions. These figures are only 
rough approximations because of the 
stepped tax rates applicable to corpora- 
tion 


com- 


income, and also because of the 
15% tax on redemptions. 

When shares in Canadian investment 
funds were first offered to the public, it 
was thought that the fund could make 
a new election each year, choosing the 
method of taxation most beneficial for 
that period. Canadian tax counsel for 
some of the funds later advised them 
that there might be disadvantages in 
such a procedure because of the opera- 
tion of the 15% tax on some redemp- 
tions. 

The tax on redemptions works in this 
way. For simplicity, assume that the 
company has only dividend income. If 
the company consistently elects to be 
taxed as an ordinary Canadian corpora- 
tion, it will pay no tax when the in- 
come is received; but when a shareholder 
turns in his shares for redemption, the 
shareholder will be taxed 15% of his 
share of the accumulated income. Share- 
holders can avoid this tax by selling 
their the over-the-counter 
market, rather than having their shares 
redeemed. On the other hand, if the 
company consistently elects to be taxed 
as an NRO investment company, it will 


shares on 


pay a 15% tax on its income when re- 
ceived, and shareholders will pay no tax 
when they turn in their shares for re- 
demption. if the company 
alternates between the two methods, in 
most cases the shareholders will pay a 
15% tax upon redemption on their share 
of accumulated income, even on that 
part which previously had been taxed 
at 15% 


income. 


However, 


as NRO investment-company 


) 


In order to avoid this double taxa- 
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tion, several companies plan to make an 
election once and never change, even 
though in certain years it might be more 
beneficial to be taxed under the other 
method. It is questionable whether this 
is the best plan to follow, since any 
shareholder can avoid a possible 15% 
tax on redemption by selling his shares 
over-the-counter. 


Built-in tax liability 


One difficulty, of course, in over-the- 
counter sales is that the buyer is pur- 
chasing a tax liability. If he (the buyer) 
should ever redeem his shares, or if the 
fund should liquidate, he would be 
liable for a 15% redemption tax, even 
on income earned before he was a share- 
holder. This factor could depress the 
price in over-the-counter sales. 

In determining whether to elect being 
NRO company or as an 
corporation, the investment 
company must consider one other factor 


taxed as an 


ordinary 


the foreign tax credit. If the company 
elects to be taxed as an ordinary corpo- 
ration, any shareholder who redeems his 
stock and pays the 15% tax on redemp- 
tions will have the benefit of the U. S. 
foreign tax credit under Section 901 of 
1954, 
providing the requirements of Section 


the Internal Revenue Code of 
904 are met, (or the tax deduction under 
164). 
available to the shareholder, since Sec- 
tion 106(1)(a) of the Canadian Tax Act 
imposes the tax on the shareholders, al- 


Section This tax credit should be 


though the corporation must withhold 
109(1). 
shareholder 


the tax under Section Conse- 


quently, when a has _ his 
shares redeemed, he would pay the 15% 
tax to offset 


against the 25 per cent payable to the 


Canada, which he could 
U. S. on the capital gain. Theoretically, 
his combined United States- Canada tax 
rate would be around 25%. If the corpo- 
ration had only dividend income, this 
would be the only tax due. 

On the other hand, if the investment 
trust elects to be taxed as an NRO in- 
vestment company, a 15% tax is pay- 
able on the yearly income, and when 
the shareholder redeems his shares, a 
259%, tax on the capital gain is payable 


to the U. S., resulting theoretically in a 


5°, over-all tax on the earnings. Conse- 
quently, the shareholder in a company 
NRO company 
emerges with less money in his pocket, 
if the 


being taxed as an 


fund’s interest income doesn’t 
greatly exceed 30% of its total income 
and if the capital gain on redemption is 


approximately equal to the stockholder’s 


share of the retained earnings. 

One other matter should be pointed 
out. Canada has no tax on capital gains 
as such. If a company is in the business 
of selling capital assets, however, the 
profits derived are taxed as ordinary 
income. In many cases the distinction 
may be unclear. 

According to the prospectuses, it 
would seem that the Canadian counsel 
to each of these funds has advised that 
any gain realized would not be subject 
to tax. Canadian taxing authorities 
could find strong statements in Cana- 
dian and English cases, however, sup- 
porting the taxing. of any gains realized 
by the funds. Possibly tax counsel relied 
policy of the Ministry of 
National Revenue not to tax the capital 


on some 


gains of investment trusts. 


United States tax treatment 


Under present U. S. income tax laws, 
Regulations, United States- 
Canadian Tax Treaty, the only U. S. 
tax imposed on shareholders of these 


and the 


Canadian investment funds is the capital 
gains tax levied at the time a share- 
holder sells his shares. 

The main provisions covering the in- 
come tax on foreign corporations are 
found in Sections 881 and 882. In 
general, these sections impose a tax on 
the income of foreign corporations, in- 
that income is derived from 
sources within the U. S. None of these 
funds plan to have any U. S. 


sofar as 


source 
income, with the possible exception of 
certain capital gains derived from the 
sales of portfolio securities consummated 
within the United States. 

Likewise, the accumulated earnings 
tax applies only to accumulated income 
derived from sources within the U. S. 

it easily can be seen that the determi: 
native under U. S. is the 
receipt or nonreceipt of income from 


factor law 
sources within this country. If a fund 
received Canadian 
corporation which had income derived 
from Canadian activities, clearly this 


dividends from a 


would be non-U. S. source income. But 
suppose that one of these Canadian in- 
vestment trusts invested in a Canadian 
corporation which derived income from 
sources within the U. S. This could be 
U. S. source income under Section 
861(a)(2). The United States-Canadian 
Tax Treaty, however, excludes any U. S. 
income tax on dividends or interest paid 
by one Canadian corporation to another 
Canadian corporation. 

There is one possible source of U. S. 
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[Mr. Boehner, is associated with the law 
firm of Dewey, Ballantine, Bushby, 
Palmer & New York. He is 
presently on active duty with the U. S. 
Navy. This article is adapted from the 
National Tax Journal.] 


Wood, 


income. SEC regulation N-7d(1) requires 
the custodian to “consummate all pur- 
., other 
than purchases and sales on an estab- 


chases and sales of securities . . 


lished securities exchange, through the 
delivery of securities and receipt of 
cash, or vice versa as the case may be, 
within the United States.” This language 
could be construed to prohibit over-the- 
counter purchases or sales through a 
Canadian broker. This is not the present 
practice, however; custodians are plac- 
ing orders through Canadian brokers. In 
some instances the broker will sell the 
securities, mail a check to the custodian, 
who, in turn, mails the certificates to 
the broker. Even if such sales were con- 
strued to take place within the U. &., 
and therefore give rise to U. S. source 
income, this country could not collect a 
capital gains tax, both because of the 
Treaty exemption and because of a 
Treasury ruling that such companies 
were not doing business in the U. S. 
for purposes of Sections 881 and 882. 
Neither 
they involved long-term capital gains, 


could such sales, insofar as 
subject the company to the accumulated 
earnings tax, because such gains are 
exempt under this tax. 

The foreign personal holding com- 
pany provisions should also be noted. 
These relate to foreign corporations set 
up by American residents to accumulate 
income, purportedly saving their share- 
holders any tax on dividends. If a for- 
eign corporation comes within the Sec- 
tion 552 definition, its American share- 
holders their 
their share of the corporation’s income 
for the taxable year, whether distributed 
or not. Since these provisions apply only 


must include in income 


to a corporation where five or fewer in- 
dividuals who are citizens or residents 
of the U. S. 
the impact of these provisions is severely 
limited. 


own over 50% of the stock, 


Are tax benefits justified? 

The tax treatment of these Canadian 
investment companies violates a policy 
which lies behind many sections in the 
Code, including the penalty tax on ac- 
cumulated earnings (Section 531) and 
the personal holding company provisions 
(Sections 541-47, 551-57). This policy 
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is to prevent individual taxpayers from 
avoiding taxes at steeply graduated rates 
merely through use of a corporate entity. 

Undoubtedly trusts 
exemplify on a much larger scale the 


these Canadian 


very situation that foreign personal hold- 
ing company provisions were designed 
to eliminate. At the time these provi- 
sions were enacted, the Congressional 
committee report stated that their pur- 
pose was to prevent citizens and 
residents avoiding their proper share 
of the tax burden by placing their for- 
eign securities in a foreign corporation.” 

Several comparisons should make the 
loophole clearer. If Americans invested 
directly in Canadian securities, without 
setting up any corporate conduit in 
Canada, they would lack the tax bene- 
fits presently given to shareholders in 
these Canadian investment funds. 

Or, if Americans set up an investment 
fund holding Canadian securities, which 
was organized under the laws of any 
State in this country, they would be 
penalized for accumulating their income 
by the impact of the 2714% to 3814% 
accumulated earnings tax. 

One might argue that American tax- 
ing authorities should not interfere with 
a foreign corporation’s activities which 
are legal under the laws of the country 
in which the foreign corporation was 
organized. Or one might ask, “What 
right has the U. S. to interfere in the 
internal affairs of a Canadian corpora- 
tion?” The answer to such questions is 
that these corporations are primarily 
owned by Americans who are using them 
to lessen their U. S. income tax burden. 
Further, Article Thirteen of the United 
States-Canadian Tax Treaty specifically 
provides that the U. S. may impose an 
accumulated earnings tax on Canadian 
corporations in which 50% or more of 
the outstanding voting stock is owned 
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by Americans. The Treaty recognizes 
that the U. S. may have a legitimate in- 
terest in whether such corporations fail 
to distribute their income. 

Many will argue, as noted above, that 
this loophole or, alternatively, tax in- 
centive, is justified because it encourages 
desirable United States investment in 
Canada and other countries. The 
Randall for example, recom- 
mended tax incentives to encourage ex- 


report, 


port of U. S. capital. 


Possible tax law changes 


In light of such 
questionable whether Congress will see 


arguments, it is 


fit to discourage the growth of the funds 
by eliminating the tax advantage. The 
popularity of shares in these trusts to 
many American investors is too great. 
There have been unofficial indications, 
however, that the Treasury Department 
is disturbed about the tax problems 
which these organizations present. 

If Congress should act, it could take 
one of several courses. 

One change might be to expand the 
coverage of the penalty tax on accumu- 
lations so that it included these com- 
panies. This would require changes both 
in the Code and in the Regulations, and 
possibly in the tax Treaty. 

Another approach would be to amend 
Section 7(d) of the Investment Company 
Act of 1940 to provide that only a 
foreign trust which distributes a cer- 
tain percentage of its income may be 
registered with the SEC. Some arbitrary 
percentage of earnings would have to 
be selected. One possibility might be 
to require at least a 90% distribution, 
which is the figure a domestic invest- 
ment company must meet in order to 
gain the tax advantages described in 
1954 Code Sections 851-5. This approach 
would appear to have the virtue of 
simplicity, both in drafting the neces- 
sary amendment, and in its operation 
once enacted. It would appear to solve 
the tax created by these 
Canadian companies. Since they would 


problems 


not be allowed to register, their shares 
could not be sold in this country. 

This method, however, would not 
small 


groups of investors setting up their own 


solve the problem created by 
corporations in Canada to hold their 
foreign securities. To avoid the penal- 
ties of the foreign personal holding 
company least 11 in- 
dividuals would have to join in such an 
undertaking. Such companies would not 
have to register with the SEC because 


provisions, at 


they would fall within the provision 
exempting a company whose outstand- 
ing securities are beneficially owned by 
not more than one hundred persons, and 
which “is not making and does not 
presently propose to make a public offer- 
ing of its securities.” 

How great a problem these small 
holding companies would become is un- 
certain. Many investors, for example, 
might hesitate to become enmeshed in 
such a scheme because of the difficulties 
which would arise when a participant 
wanted to sell his shares. 

United States citizens probably have 
more than six billion dollars invested in 
Canada, however, and a large share of 
this must be invested in Canadian se- 
curities. With such a large sum involved, 
it is not difficult to imagine a number 
of groups of investors pooling their 
Canadian securities under the form of a 
holding company. 

One possible approach to reach these 
small companies lies in drafting new tax 
provisions to subject such companies to 
the foreign personal holding company 
penalties without regard to the number 
of shareholders, and at the same time 
providing an out for those companies 
with legitimate business purposes in ac- 
cumulating their income. x 


Double deduction on 
bond premium attacked 


Tue TREASURY Is trying to clamp down 
on a tax-saving trick widely talked about 
in recent months. Apparently the Com- 
missioner wasn’t kidding when he said 
“Our boys have to be just as smart as 
they [the publishers of tax “dope-sheets”’] 
are and pick those loopholes out, if 
there are loopholes, and recommend 
legislation if that is possible. This is part 
of the research work that Mr. Winkle’s 
staff is concerned with, to study all those 
various methods of avoiding tax.” 

Well, one that Mr. Winkle’s boys 
hopped on, after the dopesters had 
kicked it around for a while, is the prac- 
tice of buying callable bonds which are 
selling at a premium and which have a 
call date in the near future. The pre- 
mium may be deducted, the bond sold 
after six months at about same price 
as was paid for it, for a capital gain 
treatment of the difference between basis 
and sales price. 

The 1954 Code stopped this practice 
when the bonds were issued after Jan- 
uary 22, 1951 and having a call date 
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three years or less from that date. But 
the trick still works for bonds with a 
call date more than three years away. 
Now the Commissioner in proposed 
Regulations would kill the favorable 
treatment if the bonds were bought close 
to their call date and the taxpayer ac- 
quired such bonds as part of an arrange- 
ment pursuant to which he subsequently 
sells, exchanges, or otherwise disposes of 
such bonds, including a charitable con- 
tribution of the bonds which qualify for 


deduction under Section 170, and if the 
purchaser cannot derive any benefit 
from the transaction other than the tax 
advantage. 

Some observers think the Commis- 
sioner will have a hard time making this 
stick. Congress did deal with the matter 
up to a point in the 1954 Code. Whether 
the IRS should be permitted to carry 
the’ ball a little further against the tax- 
payer will probably be determined in 
the near future. 


Legal basis (unfair though it be) of 


tax bite on proprietor’s room & board 


i pede: BULL SESSIONS these days 
are likely to turn to the unhappy 
tax position of the partner-manager of 
a hotel who is taxed on the value of his 
meals and lodging. The principle ap- 
plies, of course, to many other situa- 
tions. Tax rules are well settled that the 
employee can receive meals and lodging 
for the convenience of the employer, 
hence not taxable to employee, but the 
partner or proprietor (whose presence 
is no less necessary to the success of the 
business) is taxed. 

So much discussion on this subject has 
been in an informal, unresearched man- 
ner that we thought the neat reivew of 
the whole question done by A. Brooks 
Wilder in the University of Illinois Law 
Forum would be of considerable help 
to practitioners. Following is the sub- 
stance of Mr. Wilder’s analysis: 


The Doak case 


In the recent case of Comm’r v. Doak, 


1e court of appeals held that the costs 
of meals and lodging furnished Doak and 
his wife who own and operate a hotel in 
partnership are not deductible as busi- 
ness expenses.! This decision overruled 
a prior Tax Court holding that such 
costs are business expenses since they 
were ordinary and necessary.? In that 
case, the Tax Court drew an analogy be- 
tween a person working in a hotel and 
a person working on an ocean liner: 
both persons must eat and sleep at work. 

Che Doak decision criticizes that an- 
alogy because while it is physically im- 
possible for the sailor to eat elsewhere, 
the same is not true of the hotel em- 
ployee. But this argument overlooks the 
fact that Doak and his wife could have 
hired others to do their work and there- 
fore would not have had to live at the 


hotel. If the Doaks had done so, the 
expense of feeding and lodging those 
employees presumably would be. de- 
ductible. It would seem that this same 
deduction ought to be available if the 
Doaks themselves do the work. 

As stated by the dissenting judge in 
the Doak case, the rationale of the 
theory that the costs of meals and lodg- 
ing should be treated as business ex- 
penses is that they are incidental to the 
functioning of the hotel business. This 
same theory forms the basis of the ‘“con- 
venience-of-the-employer” rule. Under 
that rule the value of meals and lodging 
furnished to the employee for the con- 
venience of the employer are not to be 
included in the employee’s gross income. 
The employee in the absence of such 
“convenience” would include their value 
as compensation under the broad defini- 
tion of income in the Code. 

Jones v. United States? is recognized 
as the first decision to employ the con- 
venience-of-the-employer test. The court 
decided that the value of the quarters 
furnished an Army officer or his allow- 
ance in lieu of quarters was not taxable 
income. The court said the quarters were 
furnished not because of any intent of 
the government to compensate Jones, 
but because it was necessary to have him 
available for duty at all times. Follow- 
ing the Jones case, Bureau rulings in- 
creased the number of groups who were 
exempt from paying taxes on benefits 
furnished in kind. 

Benaglia v. Commissioner* continued 
the liberal development of the conve- 
nience-of-the-employer rule by holding 
that a hotel manager did not have to 
include the value of food and lodging 
furnished him in his taxable income. 
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The court advanced two reasons for its 
decision: neither the manager nor the 
employer intended these benefits as com- 
pensation; and the manager had to be 
on the premises at all times to manage 
the hotel properly. A strong dissent in 
the Benaglia case contended that the 
meals and lodging must be solely for the 
benefit of the employer, or their value 
could not be deducted. However, the 
Commissioner adopted the majority 
view. In a Mimeograph, he stated that 
meals and lodging furnished the employ- 
ees were not taxable income if they were 
not intended to be compensatory or if 
they were furnished for the convenience 
of the employer.5 The convenience-of- 
the-employer test was said to be satisfied 
if the employee was required to accept 
meals and lodging in order to perform 
his duties properly. 

In 1950, the Commissioner issued a 
Mimeograph which completely changed 
his stand. It stated that if the meals and 
lodging were compensatory, the employ- 
ee was taxed on their value. Only if 
there were some question of their value 
being compensatory was the conve- 
nience-of-the--employer rule to apply.® 
The Commissioner was not so fickle as 
this change might indicate at first glance. 
In a 1928 case,* the Tax Court held that 
meals and lodging were for the conve- 
nience of the employer only if furnished 
solely for his convenience. The dissent- 
ing opinion of the Benaglia case nur- 
tured this idea, and it was further recog- 
nized in Martin v. Commissioner.8 


Congressional rule 

In 1954, Congress adopted the conve- 
nience-of-the-employer rule as part of 
the Code. Although there is some am- 
biguity, it is generally considered that 
Congress intended the rule to be applic- 
able regardless of whether the value of 
the food and lodging is compensatory. 
The question of compensation enters 
only in determining whether the food 
and lodging were furnished for the con- 
venience of the employer. 

In the Doak case, the question is not 
whether the value of food and lodging 
represents income but whether there 
should be a business deduction. The 


court implies that if the partnership 


1234 F2d 704. 

2 Papineau, 16 TC 130 (1951). 

360 Ct. Cls. 552 (1925). 

436 B.T.A. 838 (1937). 

5 Mim. 5023, 1940-1 Cum. BULL. 14. This mimeo- 
graph was issued to interpret U.S. Treas. Re. 
103, § 19.22(a)-3 (1940), as amended, T.D. 4965, 
1940-1 Cum. BULL. 13, which incorporated the 
convenience-of-the-employer rule. 

® Mim. 6472, 1950-1 Cum. BULL. 15. 

7 Kitchen v. Commissioner, 11 B.T.A. 855 (1928). 
844 B.T.A. 185 (1941). 
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THE CotumBiA LAw REVIEW 


ments on the Doak case, raising the 


com- 


question whether such meals and 


lodging can be treated as a guar- 
anteed salary—income to the partner 
and deductible to the partnership. 
Of course, the partner would be no 
better off unless he could then apply 
the rule of Section 119 (meals and 
lodging for the convenience of the 
employer) to exclude such “guar- 
anteed salary from his income. The 
Columbia Law Review said: 


1954 Code 
provides that a guaranteed salary paid 


Section 707(c) of the 


to a partner may now be treated as 
income to the partner and expense to 
the partnership. Thus, if a partner- 





DOES A GUARANTEED SALARY SOLVE THE PROBLEM? 


ship agreement provides that meals 
and lodging are a part of the guar- 
anteed salary, the new Code seem- 
ingly would allow the deduction to 
the partnership and exclusion by the 
from their income under 
119 


terest between the partners and the 


partners 
Section . The identity of in- 
partnership offers possibility of abuse 
and manipulation which ought to be 
avoided under any rule. . . . Neither 
the partnership “entity” veil nor the 
corporate veil should allow a tax- 
payer to furnish himself meals and 
lodging as a business expense and at 
the 
“employee,” their value from his in- 


come. Ww 


same time exclude, as his own 








were a separate taxable entity, like a 
corporation, it could deduct the cost of 
subsistence as a business expense. The 
Code provides for a business deduction 
for all ordinary and necessary expenses. 
It makes no distinction between a cor- 
poration or an individual in allowing 
these deductions. The entity concept 
may change the number of “bodies” to 
be taxed; it does not change the ration- 
ale of taxation. The corporation has 
been recognized as a separate entity not 
to provide tax relief, but to curtail its 
use for tax avoidance. If a cost is a per- 
sonal expense to a taxpayer, it cannot be 
transformed into a business expense by 
the interposition of a corporation. By 
the same token, if the cost of subsistence 
for a hotel manager is a business ex- 
pense for a hotel corporation, it should 
be a business expense for a proprietor- 
ship, or a partnership, and regardless of 
who does the work of manager. The 
meals and room furnished a hotel man- 
ager are a necessary incident to the effec- 
tive performance of his job. Congress 
recognizes that items furnished for the 
convenience of the employer are not in- 
come to the employee. If these costs do 
not represent income to the employ- 
ee, they would seem conversely to repre- 
sent a business expense to the employer. 
If these costs are a business expense for 
a corporation, they should be a business 
expense for an individual or a partner- 
ship. The Doak case makes the tax 
policy favor the corporate form of busi- 
ness ownership. It penalizes a person 
who does his own work instead of hiring 
outside help, by making a distinction 


between personal and business expenses 
rest on the identity of the taxpayer. 
did intend this 
policy. * 


Surely Congress not 


New decisions 





Ex-wife taxable on husband’s payments 
to her mother. [Certiorari denied] The 
Tax Court had previously decided that 
taxpayer’s ex-husband could deduct as 
alimony payments made to the wife’s 
the property 
It then held 
that the wife is taxable on these pay- 
The Court 
Lehman, cert. den., 12/3/56. 


mother as provided in 


settlement between them. 


ments. Circuit affirmed. 


Premiums not alimony; policy not as- 
signed. The Tax Court held that tax- 
payer did not assign life-insurance 
policies to his ex-wife. She merely had 
safekeeping of them. She could neither 
change the beneficiary, obtain the cash- 
surrender value, nor assign them. Her 
interest would cease on her remarriage. 
This the Court in 
denying the husband the deduction of 


court affirms Tax 


the premiums. Weil, CA-2, 1/22/57. 


Court finds alimony payable at month’s 
The 
divorce decree of July 6, 1951, provided 
that $60,000 would be paid at $500 per 
month for ten years, beginning on July 
10, 1951. The court construes 
this to mean that the first payment is 


end; just avoids ten-year rule. 


district 


due at the end of the month, on August 
10. With this interpretation, the final 


installment will be due more than ten 
after the pay- 
ments are therefore deductible alimony. 
Lillard, DC Okla., 9/25/56. 


years divorce, and the 


Agreement didn’t “fix” support pay- 
ments; Tax Court reversed. The Second 
Circuit, in reversing the Tax Court, 
says that it “seems gradually to have 
drifted into a series of decisions 

which conclude that a particular agree- 
ment does ‘fix’ sums ‘payable for the 
minor children’ 


plainly does not.” The court says that 


support of when it 
there must be more than the mention- 
ing in the agreement of the sum thought 
to be appropriate for support. Sums are 
the 
children only when they are to be used 


payable for support of minor 
for that purpose. The agreement here 
does not oblige the wife to use any 
specific sums for the support of the 
children. It shows merely the husband's 
intent to make payment to the wife and 
have her support the children. Weil, 
CA-2, 1/22/57. 

Payment after decree not alimony; it 
1939 
‘subsequent to a 


was for pre-decree arrears. The 


Code treated payments 
decree” of divorce as deductible ali- 
mony. Taxpayer claimed deduction of 
a payment made after the decree but 
intended and identified it as applicable 
to a period prior to it. The court be- 
lieves that apparently this particular 
question has never previously been pre- 
that the 
statute should be interpreted as mean- 


sented to a court. It holds 
ing received subsequent to the decree 
for periods subsequent to the decree. 
Otherwise, payments delayed until after 
the decree would be deductible, whereas 
if made prior to it they would not have 
been deductible because not imposed 
would 


Wai 


result 
frustrate the intent of the statute. 
ley, DC N. Y., 1 


under a decree. Such a 


25/57. 


Wife doesn’t need permission to file 
jointly on husband’s year. The Code 
permits husband and wife to file jointly 
only if they have the same fiscal year. 
Taxpayers filed joint returns for the 
fiscal years ending in July. Prior to her 
marriage, the wife had reported her in- 
come on a calendar-year basis. However, 
she had no separate income after her 
marriage. The court holds that, since 
taxable year is defined in the Code as 
the year upon which tax is computed, 
she, having no income, had no taxable 


year, and it was not necessary for her 








to ma 
year. . 
Ct. Cl 
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to make application to change to a fiscal 
year. A joint return is allowed. Bertucct, 
Ct. Cls., 1/16/57. 


Installments were to be completed in 
ten years; not alimony. Taxpayer-hus- 
band agreed to pay his wife alimony in 
the gross sum of $87,000 “payable in 
periodic payments during a period end- 
The 
schedule of 


ing more than ten years.” agree- 
ment went on to specify a 
payments which if followed would see 
the total amount paid 21 days short of 
ten years. The court holds the husband 
couldn’t deduct the installments as ali- 


mony. Reinheimer, TCM 1957-10. 


Dependency credit for mother denied. 
The Tax Court denied taxpayer a de- 
pendency credit for his mother, for 
whom he provided more than half the 
support, because the mother’s gross in- 
come for 1950 exceeded $500. This court 
affirms. The Code specifically defines the 
term gross income as including gross 
rents without offset for expenses. Fur- 
thermore, the Tax Court was right in 
holding taxpayer and his mother were 
not partners in the property (he alleged 
her income as a partner was less than 


(006 h, CA-7, l 24 57. 


$500 
No exemption for married dependent 
filing joint return though only as refund 
claim. ‘TVaxpayer-father claimed his son 
and daughter-in-law as dependents even 
though they filed a joint return. He con- 
tended that as the couple were not re- 
quired to file a return (income was 
less than the minimum), the form 1040 
which they did file jointly was not a 
formal return but a claim for refund of 
The 
1040 to be treated as a 


income tax withheld. court rules 


that for a form 


claim for refund it must also be a re- 
turn, and since the 1040 filed jointly 
was a return, neither person filing it 
could be claimed as a dependent. Hicks, 


TCM 1957-24. 


trade or 
business. Taxpayer bought, owned, and 


Investment activities not a 


sold securities for his own account. Al- 
though he spent considerable time at 
home checking market reports, financial 
data, and the like, his purchases and 
sales were, the court holds, not so ex- 
tensive as to constitute the carrying on 
of a trade or business. Accordingly he 
is not permitted to deduct upkeep and 
depreciation on his home. He is how- 
evel to deduct in 
with his investment activities telephone, 


allowed connection 


postage, office supplies, and auto ex- 
pense. Fitzgerald, TCM 1956-280. 


Can deduct legal expense to claim share 
in estate. The property of taxpayer's de- 
and sister-in-law would 
go to her mother if it was community 


ceased brother 
or to taxpayer if it were the brother's 
separate property. After long negotia- 
tions, taxpayer settled for cash equal 
half the which 
largely ranch property. The court holds 


to about estate, was 
that the legal expense was incurred to 
conserve property held for income (the 
cattle ranch and herd) and is deductible. 
Day, 12/21/56. 


Husband can’t use his former wife’s 
estimated tax payments. A husband and 
his former wife agreed to file separate 
returns and to split their community 
income for 1951, the year in which they 
were divorced. The wife also agreed to 
“reimburse” the husband for any 
amounts of additional tax which might 
result from the inclusion in his return 
of such community income. The court 
held that marital 


munity in existence and that the hus- 


there was no com- 
band, who had remarried in 1951, could 
not report half of his former wife’s in- 
come. Accordingly, he was not per- 
mitted in filing a 1951 joint return with 
his second wife to claim a credit against 
his tax for estimated tax payments made 
by the former wife whether before or 


after the divorce. Gooding, 27 TC No. 


Can’t deduct travel expense; job was 
permanent. Taxpayer, an employee at a 
Naval Ammunition Depot in Indiana, 
is denied a deduction for travel from 
Ohio. His job was classified as “per- 
inanent.” The fact that he intended to 
work for only two and one-half years 
did not 


TCM 


make it 
1956-290. 


temporary. Conner, 


Can’t deduct travel costs; job was for 
indefinite time. Taxpayer, who was un- 
married, lived with his mother and 
grandmother in Virginia. In 1946, he 
went to work at the Chicago office of a 
and remained 


there until his resignation in 1953. He 


concrete-pile company 
claimed deductions for meals, lodging, 
and travel expenses on the theory that 
his home was in Virginia and that he 
was on continuous travel status be- 
cause his employer refused to state cate- 
gorically that his Chicago assignment 
was permanent. The court holds that 
his place of business was in Chicago and 
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that the claimed deductions were per- 
sonal living expenses. Kleinfelder, Jr. 
TCM 1956-282. 


Corporate officer allowed portion of 
club dues. A principal executive officer 
of a trust duties in- 
cluded entertaining existing and_pros- 
pective customers is held entitled to 
deduct a portion of club dues paid 


company whose 


personally. ‘Taxpayer’s superiors had sug- 
gested he join. The firm had paid part 
of the cost before he obtained a sub- 
stantial raise. Business was developed 
through the clubs, to his own as well 
as his employer’s benefit. The court 
deducts the total the portion 
allocable to personal use by the tax- 
payer and his family (the method of 
allocation is not explained). Sanderson, 


TCM 1957-23. 


from 


Loss deduction denied on sale of home 
purchased for daughter. Taxpayer pur- 
chased a newly built house which he sold 
to his daughter at cost. Four months 
later, the daughter returned the house 
and received back her purchase cost. He 
$850. 
rhe loss is disallowed because when tax- 


then sold the house at a loss of 
payer purchased the house and sold it 
to his daughter, he had no intention of 
making a profit. Hennik, TCM 1957-11. 


72-year-old taxpayer can deduct elevator 
cost. ‘Taxpayer's house had no down 
stairs bedrooms or full baths. Since tax- 
payer had a very serious hypertension 
condition, climbing stairs was an over- 
could 
The 
doctor therefore advised him to install 


stimulation of the heart which 


cause more serious consequences, 


an elevator. Taxpayer is allowed to de 
duct the purchase price and installation 
cost of the elevator, $2,800, as a medical 
DC 


Alexander, Tenn., 12 


expense. 


21/56. 
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Capital gains depend on when 


young animals become part of breeding herd 


NDER THE 1951 Amendment to the 
U Code which recognizes capital gain 
treatment of breeding animals “regard- 
less of age,” the question is still unset- 
tled as to when young animals become 
a part of the breeding or dairy herd for 
tax purposes. 

The situation the breeder faces today 
is well described by Norman D. 
ander, Jr., [see 8 Okla. L. Rev. 494]. His 


Alex- 
views are especially applicable where 
the farmer is in the business of raising, 
fine, registered animals or top-grade 
dairy herds. 

Animals must attain a certain age be- 
fore it is possible to determine whether 
they meet the high standards required 
to qualify as part of the breeding or 
dairy herd. Usually, if female animals 
are held until they can become yearl- 
ings, they are being held as replacements 
to the breeding herd. For herds which 
produce range cattle, such high stand- 


The 
breeder 


ards are not ordinarily required. 


historical background of the 


will probably be controlling. The Gov- 
ernment will review it to see whether 
the 


certain percentage of his heifer yearlings 


breeder has each year retained a 
for replacements, or whether he has fol- 
lowed the practice of selling his entire 
calf crop and replacing his herd with 


outside purchases. 
Gotfredson case is not all-inclusive 
The conflict 


the But 
in this decision the Sixth Circuit seems 


Gotfredson case is in 


with “intent of breeder’ test. 


to be rather reluctant to take an all-in- 


clusive position on this question. It 
says, in part: “We agree that the ulti- 
mate use of the young animals is evi- 


dence of the purpose for which they 
were held, but that is not the only test, 
and that young cattle could be held for 
dairy purposes 


even though not ulti- 


mately so used. But we do not agree 


that the ruling was based exclusively on 
the fact that the animals were not ac- 
tually used for dairy purposes. Other 
facts were also considered by the Tax 
Court in determining that the animals 
were not ‘held’ for dairy purposes.” 
Here’s what Mr. Alexander has to say: 
Not until 
give recognition to livestock as being 


1944 did the Commissioner 


“property held for use in a trade or 
business.” Feeder or slaughter animals 
culled from the breeding herd were 
specifically excluded from such recogni- 
tion. The following year a ruling was 
issued defining “culled from the breed- 
ing herd”; it allowed capital gain treat- 
ment only where the livestock sold ex- 
ceeded the number of replacements. 
Then in 1949 the case of Albright v. 
United States, 173 F.2d 339 (8th Cir. 
1949) modified the Commissioner's posi- 
tion. The culled livestock had already 
qualified as part of the herd and were 
being sold for valid business reasons to 
maintain the high standard of the herd. 
The court held that the taxpayer was 
primarily a dairyman, and that any sale 
of culled livestock was incidental there- 
to, for such animals had been used for 


did 


used in the taxpayer's busi- 


breeding purposes and constitute 
property 
ness. 
The Albright case was followed in 
later decisions, despite the Commission- 
er’s continued reliance upon his prior 
ruling. He finally conceded to this de- 
cision, and in 1951 Congress recognized 
it by amending Section 117(j) of the In- 
ternal Revenue Code to include “live- 
stock, regardless of age, held by the tax- 
payer for draft, breeding, or dairy pur- 
poses” as within the purview of “prop- 
erty used in the trade or business.” (Cor- 
responding section in new Code is Sec- 
tion 1231; subsection (b)(3) also requires 
a 12-month holding period after 1951 
and excludes poultry from this section.) 


The report of the Senate Finance Com- 
mittee expressed the hope that the 
Treasury would follow the Albright de- 
cision. 

The requirement of the statute that 
livestock be “held by the taxpayer” was 
held to be satisfied by a showing of ex- 
pected intent to use the livestock for 
such purpose.! The test was a manifes- 
tation that the calves, unproved as to 
their breeding potentialities, were to be 
used in the herd, even though past ex- 
perience always proved that a large num- 
ber of the young livestock would later 
be unsuitable for breeding purposes. 

Obviously, this test was of tremendous 
livestock owners. 
Albright case plus the statutory amend- 


benefit to First, the 
ment to Section 117(j) prevented the 
Commissioner from assessing as ordinary 
income the profits from the sale of culls 
that had already been used for draft, 
breeding, or dairy purposes. Then, 
whenever livestock became substandard, 
“regardless of age,” they could be sold 
at capital gains rates if held “for 12 
months or more from the date of ac- 
quisition.” Even those held less than 
that length of time could be intention- 
ally withheld from being culled until 
the 12-month period had elapsed, and 
then declared defective and sold as culls. 
Thus, the test could be artfully satisfied 
through circumvention. The Gotfredson 
case announces a departure from the 
above “intent of breeder’ test. 
Gotfredson spoils the party 


In Gotfredson v. Commissioner, 217 
F.2d 673 (6th Cir. 1954), the petitioner 
limited his dairy farm to top-grade milk- 
producing cattle of the Brown Swiss 


The 


and standards of the dairy industry were 


breed. highest breeding customs 
observed. Livestock adjudged substand- 
ard were immediately replaced to keep 
the strain of the herd as high as possible. 
Those replaced were called culls and 
sold on the market. The proceeds of the 
sales were reported by petitioner as 
capital gains. The court held that, since 
defects in the strain of the livestock to 
be used for breeding purposes could not 
be finally ascertained until the cows were 
36 months old and until the bulls were 
48 months old, the culls were never a 
part of the herd until that time; there- 
this 
tuted “property held by the taxpayer 


fore, culls sold under consti- 


ave 
age 


'McDonaid v. Commissioner, 214 F2d 341, 343 
(2d Cir 1954); United States v. O'Neill, 211 F 
2d 701 (9th Cir 1954), affirming P-H 1952 Fen. 
Tax Serv. 4972583, 72600; Pfister v. United 
States, 102 F Supp 640 (DSD 1952), rev'd on 
other grounds, 205 F2d 538 (8th Cir 1953). 
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primarily for sale to customers in the 
ordinary course of his trade or busi- 
ness.” After the livestock had attained 
the above age, they then became a part 
of the herd, as “property used in the 
trade or business,” and sales of these 
culls constituted a realization of capital 
gains. 

The holding is significant due to the 
earlier case of McDonald v. Commis- 
sioner, 214 F.2d 341 (2d Cir. 1954), in- 
volving substantially the same _ facts. 
There, the court’s interpretation of the 
facts was that the motive of the breeder 
was mainly to improve or at least to 
maintain his herd at a high standard, 
and that he culled the livestock accur- 
ately and immediately on notice of de- 
fects. Therefore, his acquisition of the 
young livestock with intent to introduce 
them into the herd when they became of 
age, provided no_ defects appeared, 
qualified them immediately as a part of 
the herd. As defects appeared in the ani- 
mal’s development, the breeder would 
sell them, and the culls would constitute 
a sale of capital assets if held for the 
proper length of time. 

The court said the practice of the in- 
dustry would produce a_ predictable 
number of culls and that the owner 
knew he would have them to sell to cus- 
tomers: hence, he could never intend 
them to be a part of his herd until their 
ability for breeding purposes was 
proved. Further, the requirement that 
livestock be “held for draft, breeding, or 
dairy purposes” was fulfilled only when 
they qualified at the end of their 36- and 
{8-month testing periods for cows and 
bulls, respectively, and were actually put 
to use for breeding purposes. ‘““Whether 
the calves will be sold or held for dairy 
purposes is not decided until many 


months later.” 


Future litigation likely 
The present Treasury Regulations 
substantiate the Gotfredson decision. 
Subsection (b) of Section 117(j)-2  pro- 
vides: “The determination whether or 
not livestock is held by the taxpayer for 
draft, breeding, or dairy purpose de- 
pends upon all the facts and circum- 
stances in each particular case. The pur- 
pose for which the animal is held is or- 
dinarily shown by the taxpayer's actual 
use of the animal.” The Regulations in- 
terpret the word “held” as meaning the 
actual induction of the livestock into the 
herd and not merely an outward show- 
ing of expected use of the livestock with 
the herd when they fully mature. The 


Regulations follow the Albright decis- 
ion by allowing livestock which is culled 
from the herd and whose economical 
usefulness has been curtailed to be in- 
cluded as capital assets even though held 
for a reasonably short time. 

The cases agree that it is a question of 
fact as to what constitutes livestock held 
for draft, breeding, or dairy purposes. 
The legislative meaning of the amend- 
ment to Section 117(j) is not clear, but 
future litigation over calves of unproved 
breeding ability is probable. : 


New law aids farmers in 
drought-stricken areas 


FOR THOSE RANCHERS and farmers re- 
siding in drought-stricken areas, there 
is some very welcome news. Here is a 
summary of the technical requirements 
of a new law which replaced the old 
Section 1033 of the 1954 Code. This new 
law, which has been urged by the live- 
stock industry for many years, recognizes 
the drought-caused sale of breeding 
livestock as falling under the involuntary 
conversion provisions of the Internal 
Revenue Code. 

For the stockmen who have been 
fighting the drought over the western 
part of the U. S., and who have been 
forced to sell off their breeding herds 
in large numbers during recent years, the 
new law brings some light to an other- 
wise dark picture. If a stockman is forced 
to sell his breeding herds and flocks be- 
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cause of the drought, no tax will be 
imposed upon the gain resulting from 
such sale if the proceeds are reinvested 
in other livestock, “related in service 
or use,” before the end of the taxable 
year following the year in which the sale 
is made. The new law applies only to 
sales made during 1956 and future years. 


The requirements 

In order to qualify for this relief, 
the stockman must meet certain require- 
ments: 

1. He must reinvest the proceeds of 
the sale in stock “related in service or 
use” to that which he sold. Thus, he 
should invest the proceeds from the 
sale in a breeding herd. 

2. He must reinvest within one year 
after the year of sale unless he is granted 
an extension upon application. 

3. He must purchase the replace- 
ments; he cannot raise them. 

4. The sales he makes must be of 
animals held for draft, breeding or dairy 
purposes. He will obtain no relief on 
sales of steers, bull calves or heifers not 
held for replacement. 

5. He must make sales in excess of 
the usual number he would have sold 
if there were no drought. Involuntary 
conversion does not apply to the cus- 
tomary sales of old cows culled from 
the breeding herd, though of course 
they are subject to the capital gains tax. 

6. He must be able to prove that the 
sale was caused solely by drought. 
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Now Available: PRACTITIONER’S GUIDE No. 2: 


"Everyday “ax Planning to Tucrease 
the "Family's Speudatle Tucome” 


A USEFUL HANDBOOK FOR LAWYERS, ACCOUNTANTS AND BUSINESSMEN 


This new handbook helps you deal effectively with your most common tax 
problem — how to plan so more money will be left to spend after taxes are paid. 
It gives you a current report on how to apply the law, new court decisions, and the 
best thinking of experienced tax men to the money problems of the family. Don't con- 
... here we are con 
how to arrange 
money, investments, insurance, real estate 





tions, family partnerships, trusts, gifts to minors ... so 
more spendable income left after taxes. 
contains sum- 
maries of all important court decisions and Revenue 
Rulings of the year on this subject, plus analytical 
material interpreting these new developments. All 
this material is taken from recent issues of The 
Journal of Taxation — which assures you of practical, 
authoritative treatment: Of special value are tax plan- 
ning techniques now made possible by 
Code. These are outlined fully. 160 pages—plus 
cover, page size 6 x 9 inches, price $2.95. 


ORDER FROM: The Journal of Taxation, 
147 East 50 St., New York 22. 


the new 


INCLUDED are tax-sav- 
corpora ing ideas on: 
Gifts to minors 
Inter-family debts 
Charitable contribu- 
tions 
Private foundations 
Short-term trusts 
Joint tenancy 
Divorce arrangements 
Variable annuities 
Use of E Bonds 
Life insurance 
Drafting techniques 
. .. and others 
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New unemployment insurance increases 


should be correlated to take-home pay 


Wn SOME 44 state legislatures al- 
ready in session or soon to be con- 


vened, is quite apparent that one of 
the favorite pieces of legislation will in- 
volve unemployment insurance benefit 
increases. To a great extent, the impetus 
for this trend was furnished in the Eco- 
nomic Report of the President to Con- 
gress on January 23 in which he stated, 
“Kt, is that the 
maximum so that the 


covered workers will 


again suggested states 


raise the dollar 
great majority of 
be eligible for payments equal to at least 
half 
suggested that the 


which have not yet done so lengthen the 


their regular earnings. It is again 


states and territories 
maximum term of benefits to 26 weeks 
for every person who qualifies for any 
benefits and remains unemployed that 
long.” 

There are at the present time very 
few states that provide a uniform maxi- 
of 26 weeks. It 
very provision in the State of New York 


mum duration is this 
that is presently causing great consterna- 
tion, since it permits the payment of 
benefits to employees in the seasonal in- 
dustries for substantially longer periods 
benefits if New 


York had a variable duration. 


than they would secure 

As to the raising of the weekly dollar 
amount of benefits, it is hoped that the 
states will take a long look at the sug- 
gestion to relate benefits to take-home 
pay rather than gross wages. Let us ex- 
plore this proposal. 

It is the function of unemployment 
compensation benefits to restore in part 
worker's 


an unemployed purchasing 


power. Purchasing power is measured 
by expendable income, that is, net wages 
after taxes. It is only this net after taxes 
from which the employee can purchase 
his food and shelter and to which he ad- 
justs his standard of living. 

It must be remembered that when 
unemployment insurance benefits were 


first paid in 1938 Federal taxes were not 


problem. Take for instance the situa- 
then New York 
At that time, the average produc- 
The 


maximum benefit in the law was $15 and 


tion as it existed in 
State. 


tion wage in the state was $25.41. 


in order to derive this benefit the worker 
must have averaged approximately $27 
There 
from these wages a 


was withheld 
Social Security 
A married person earning $27 a 


in weekly wages. 
Tax. 
week had no income tax to pay because 
of the substantial exemptions in the law 
at that 
the same amount paid an insignificant 
the $15 
was and is tax- 


time. A single person earning 


amount of Federal tax. Thus, 
of course, 
related to a tax-free 
both the 


and married man at that time received 


benefit, which, 


free was generally 


wage. In other words, single 


a benefit which approximated 56% of 
his take-home pay. 

Let us consider the present situation. 
In order to derive the maximum benefit 
of $36 a week in New York State, the 
have earnings of $70 a 
The single man who makes $70 a 


claimant must 
week. 
week has net take-home pay of $60. The 
married man who makes $70 a week and 
has one or more children has net take- 
home pay of $68. Relating the $36 bene- 
fits to the net take-home pay of each of 
these individuals, it is quite apparent 
that the single man when out of work 
derives 60% 
the 
ried man with one child gets only 


of his spendable income in 
benefit, whereas the mar- 
5207 
53%,. 


As benefits keep going higher and high- 


form of a 


er, it becomes more and more necessary 
for employers to determine where they 
want to spend the monies which they 
have contributed to the unemployment 
insurance fund. The more that benefits 
are increased in relation to gross wages 
rather than net take-home pay the more 
tax-free money will the single individ- 
ual receive while he is unemployed. 
When 

carfare, 


unemployed, expenditures for 


lunches, clothes, etc., are mate- 
rially less. What incentive can there be 
for a single individual to return to work 
if his standard of living while unem- 
the 


ployed is approximately same as 


while employed? 


Referee rules SUP payment is wages; 


likely to go to state supreme court 


EARLY IN February a referee’s decision 
State of California held that 


benefit payments under private supple- 


in the 


mental benefit plans were wages as de- 
fined in the California law and therefore 
were required to be taken into account 
in determining a claimant's rights, if 
any, to state benefits. This referee’s de- 
cision nullified a prior opinion of the 
California Attorney General and is cer- 
tain to be taken to the Appeals Board 
and from there in all likelihood to the 
State Supreme Court. 

When 
benefits were first being negotiated, at- 
validity of 

generals’ 


supplemental unemployment 
tempts were made to test the 
the 
opinions holding that private plan bene- 
those states. In 
the courts held 
that the petition applying for a review 


numerous state attorney 


fits were not wages in 
each instance, however, 


of the Attorney General’s opinion was 


not presented by a proper party in in- 
terest. It is interesting to note the situa- 
tion in this California case. The plain- 
tiff was the Morris Furniture Manufac- 
turing Company. It was a_base-period 


employer of the claimant. As such, its 


reserve account was liable for a propor- 
tionate charge of state benefit payments 
made to any of its terminated employees. 
One of its employees terminated and 
went to work for the Chrysler Corpora- 
tion and subsequently became unem- 
When he applied for benefits 
the Morris Fur- 


ployed. 
and was awarded them, 
niture Manufacturing Company devel- 
oped information to show that he was 
at the time drawing supplemental un- 
employment benefits from the Chrysler 
Corporation. It this 
which served as the basis for the referee’s 


was information 


hearing and ultimate decision. 
We will keep our readers advised. 
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Tax reduction possible through long-time 


economic growth, says CED president 


T AX REDUCTION OF some three billions 
of dollars per year is possible at 
present rates through present growth of 
our economy, says Alfred C. Neal, presi- 
dent of the Committee for Economic 
Development. Speaking recently at a 
meeting of the National Industrial Con- 
ference Board, he said: 

Government expenditures and_ the 
means of financing them are key factors 
in our free enterprise economy. Fifty 
years ago, Federal, state and_ local 
governments accounted for only about 
one out of every 15 dollars spent in 
the United States during a year. Now, 
they account for one out of every four. 
In fiscal year 1956, all governmental 
units in the country spent more than 
100 billion dollars. Thus the impact of 
government spending in our economy is 
all too clear. And equally clear is the 
necessity, in considering tax policy, of 
starting with budget policy. 

There is good sense in the balanced- 
budget principle. It ties expenditure de- 
cisions directly to tax decisions. It tells 
us that, if government undertakes a new 
expenditure program, the people must 
be willing to pay for it through taxes. 
It also prevents continuous deficit 
financing, which inevitably leads to in- 
flation and untold suffering to millions 
living on fixed incomes. 

[There is a method of applying the 
budget-balancing principle without in- 
curring the risk that it will thwart our 
attempts to keep the economy on an 
even keel. This method, which the Com- 
mittee for Economic Development calls 
the Stabilizing Budget Policy, would set 
tax rates to balance the cash budget, or 
to yield a moderate surplus, when the 
economy operates at a satisfactory level 
of employment, which we have defined 
as 96% of the labor force. 

If this rule were followed, the bal- 
ance between government receipts and 


expenditures would act as a damper on 
wide fluctuations in income and em- 
ployment, without requiring frequent 
changes in tax rates which have an un- 
settling effect on business and personal 
planning. It would stimulate demand 
during a recession and restrain it during 
an inflation, and thus contribute to 
economic stabilization. 

Measured by gross national product, 
and corrected for price changes, our 
country is growing at the rate of more 
than 3% a year. In an average year, 
economic growth would increase tax re- 
ceipts at current levies by 214 or 3 
billion dollars. This is an amount 
sufficient to reduce everybody's personal 
income tax by an average of 7 or 8%. 
Assuming a reasonable rate of growth 
during the next decade, it would be 
possible to reduce all Federal tax rates 
by at least 20% and still raise the same 
huge revenue that will be raised in 
the current year. Government spending 
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very likely will not remain at today’s 
levels. But increased efficiency and im- 
proved controls could keep the gains 
at a moderate level. Then, the margin 
of additional tax receipts which growth 
will provide could be used for one of 
three things: reduction of tax rates, in- 
creased spending or debt reduction. 

CED believes major emphasis should 
be put on reduction of tax rates. They 
are much too high. Continued indefinite- 
ly at current levels they will hurt in- 
centives to work, to save, to invest. Thus, 
they would undermine the very forces 
which make for economic growth. If 
we use the margin we will have for tax 
reduction wisely, we can make a major 
contribution to the economic growth 
and progress of this nation. 

Tax reform is a difficult job. The 
vested advantages, which now accrue to 
so many, mean that the _ political 
obstacles are formidable. The need for 
tax reform is apparent to anyone who 
studies the requirements for advancing 
the American economy. Therefore, the 
need for improving the atmosphere in 
which tax questions are considered is 
urgent. The air is too highly charged 
with suspicion and prejudice. The selfish 
question of “Who Gets What?” must be 
replaced by a more sophisticated con- 
sideration of taxation’s effects upon the 
economy as a whole. Producing essen- 
tial revenues efficiently, distributing the 
burden equitably and encouraging in- 
centives for economic growth — all three 
of these are essential elements in main- 
taining our free political institutions and 
our free enterprise. w 





OvuR HEARTS HAVE been bleeding for 


Charles VanDoren, who everyone 
knows (even if he hasn’t got a tele- 
vision) is a charming young English 
teacher at Columbia who has won (as 
we go to press) nearly $150,000 on 
Twenty One. We 


hear he has hired an accountant to 


the TV program 


try to figure out a way he can keep 
some of it. Last we heard they were 
trying to claim constructive receipt of 
that part attributable to 1956, but 
revenuers tell us there’s not much 
chance. 

At least he had won $150,000 until 
Vivienne Nearing showed up on the 
program two weeks ago. Mrs. Near- 
ing is, of all things, an ex-colleague 





RADIO QUIZZERS SHOULD CONSULT TAX EXPERT 


of ours on the staff of The Journal 
of Taxation. She has tied him on two 
evenings. 

We have no doubt that if Mrs. 
Nearing had got into the act a little 
earlier she could have told the pro- 
gram’s managers how to save some 
money. She would undoubtedly have 
advised them to do as the producers 
Trust 
award the 


of the show Do You Your 
Wife? do. 


money not outright, but as an an- 


They prize 
nuity. Eric Gude, who won $84,400, 
will be paid $100 a week for 16 years. 

We wonder whether Mr. (or Mrs.) 
Gude is tied up as a “consultant” to 
avoid tax on value of annuity in one 
year? 
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Iowa finds many benefits in year’s use of 


income tax law based on Federal 1954 Code 


= ENACTMENT of the Internal Rev- 
enue Code of 1954 necessitated a 
drastic revision of the lowa income tax 
law. No longer was it possible for the 
taxpayer or his tax adviser to prepare 
the Federal return and then simply copy 
off onto the state return. Numerous 
differences in the laws prevented that, 
particularly for capital gain treatment 
of sales of breeding and dairy stock, soil- 
and water-conservation expense deduc- 
tions, amortization of grain-storage fa- 
cilities, depreciation methods, medical 
expenses, and even the definition of a 
“dependent.” Lack of precedent in court 
decisions on fine points of lowa in- 
come tax law was causing increasing 
concern to tax men and Tax Commis- 
sion alike. And taxpayers were becom- 
ing increasingly irritated by the volume 
of paper work, schedules, and computa- 
tions occasioned by the outmoded Iowa 
income tax law. The only practical solu- 


tion was to “federalize” the state law. 


Possible approaches 

Three possible approaches were con- 
sidered. The first and most simple was 
to provide that the Iowa income tax 
simply be a percentage of the Federal 
income tax. This approach, which is used 
by the Territory of Alaska, was removed 
from consideration because it seemed 
that such a law would be declared un- 
constitutional as an invalid delegation 
of legislative powers. Whenever Con- 
egress changed the tax rates, the Iowa 
rates would change. The second ap- 
proach was to tie the definition of basic 
Iowa tax concepts into the definition 
and computation under present Federal 
law. This too was abandoned for the 
same reason. The third approach was to 
tie definition of basic Iowa tax concepts 


to the definition and computation unde) 


by JACK R. MILLER 


an existing Federal statute, namely the 
Internal Revenue Code of 1954. Ample 
Iowa Supreme Court precedent existed 
to insure the constitutionality of this 
approach, and it was chosen. 

Thus, in one fell swoop, lowa adopted 
the highly refined body of complex in- 
come tax law set forth in the Internal 
Revenue Code of 1954. In turn, the 
thousands of Federal court decisions and 
Treasury Department Regulations and 
rulings interpreting this law were made 
available for use of taxpayers and State 
lax Commission as a guide. 


The law in a nutshell 


In brief, the Iowa law provides that 
Iowa net income will be the adjusted 
gross income, as computed under the 
1954, with 


certain adjustments. Interest and divi- 


Internal Revenue Code of 


dends from Federal securities are to be 
subtracted because these are not taxable 
by a state. Interest and dividends exempt 
for Federal purposes, but not exempt 
for state purposes (e.g., municipal bond 
interest) are to be added. 

Instead of having the taxpayer pre- 
pare numerous schedules listing deduc- 
tions for contributions, taxes, interest, 
medical expenses, and miscellaneous ex- 
penses, he merely deducts the total of 
these itemized deductions shown on his 
Federal return (less, of course, the Iowa 
income tax that is included in the de- 
duction for taxes on the Federal return). 
If he uses the optional standard deduc- 
tion on the Federal return, he is re- 
quired to use an optional deduction on 
the state return. 


Audit control 

The underlying philosophy of audit 
control in the Iowa law is that the 
state will ride on the coattails of the 


Federal audit 


aware of the 


highly efficient system. 


Taxpayers are severe 
criminal and civil penalties that await 
wrongdoers when the federal audit sys- 
tem catches up with them. 

Everyone knew, from reports of the 
State 
many people had not been properly re- 


Tax Commission, that far too 


porting on the old Iowa income tax 
form. Indeed, far too many were not 
reporting at all! 

Now, under the new and simplified 
system, all the State 
has to do is look at the adjusted gross 


Tax Commission 


income figure and the itemized deduc- 
tion total shown on the Federal re- 
turn, compare these with similar totals 
shown on the state return, and get a 
reasonable explanation from the tax- 
payer if the totals do not agree. The 
Federal return will reveal whether the 
taxpayer should have filed a state re- 
turn if he has not done so. And the 
State Tax Commission will continue to 
have access to federal audit reports de- 
veloping deficiencies on the basis of 
which state tax deficiencies can be de- 
termined. This means that the same 
audit staff can adequately check many 
times more lowa taxpayers than it 
formerly did. 

A recent report from one of the state 
officials indicates that two full-time state 
agents are assigned to the District Direc- 
tor of Internal Revenue office for the 
purpose of listing Federal taxpayers and 
key information disclosed on_ their 
Federal returns. In turn, this informa- 
tion is processed by other state auditors 
to bring in nearly $300,000 additional 
taxes annually. Still more taxes are de- 
veloped by checking Federal audit re 
ports and by a staff assigned to catch 
so-called “obvious errors” appearing on 
the face of the returns themselves. More- 
over, the interest and civil-penalty pro- 
visions and, for the most part, the 
statutes of limitations under the 1954 


Code have been adopted. In short, there 


[Mr. Miller is a member of the Iowa, 
Nebraska, and _ District of 

Bars and formerly served as an attorney 
Office of Chief 
ternal Revenue Service. He is currently 


Columbia 


in the Counsel, In- 
engaged in private tax practice in Sioux 
City, Towa, and is a member of the Iowa 
State Senate from that district. As a 
member of the Iowa House of Repre- 
sentatives and ranking member of its 
Tax Revision Committee, he authored 
the simplified Iowa Income Tax Law 
which became effective in 1955.) 
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is a respect for the Iowa income tax law 
which formerly never existed. 


Other advantages 


Formerly, Iowa businessmen and far- 
mers were required to complete a four- 
page return plus a two-page schedule, 
not to mention cumbersome schedules 
for depreciation, rents, dividends, and 
interest. Now, all that is required is an 
extremely simple one and one-half page 
form containing only a few entries. 
Moreover, very substantial savings in 
printing costs alone have been effected. 
Individual, partnership, fiduciary, and 
corporation returns have been put on 
the “federalized”’ basis. 


Disadvantages 

No sweeping change in the law can 
be expected to be perfect. A few gaps 
exist in the new Iowa law which will 
undoubtedly be closed by the next legis- 
lature. Uncertainties exist about: the 
availability for Iowa purposes of the 
capital loss carryover and the net operat- 
ing loss carryover deduction from years 
prior to 1955; the 85% dividends-re- 
ceived credit for domestic corporations; 
and soil- and water-conservation ex- 


pense carryovers from 1954. A few 


special-interest groups have lost benefits 
that existed under the old Iowa law but 
which do not exist under the Federal 
law. Moreover, some gap will exist 
temporarily between changes made by 
Congress during off-years and the years 
when the legislature meets. However, 
these are not expected to affect many 
taxpayers. In summary these minor de- 
fects are far outweighed by the great 
advantages that have flowed from the 
enactment of our new and vastly simpli- 
fied income tax system. 


Conclusion 


It will take more than one year to 
fully evaluate the far-reaching bene- 
fits to the revenue which the new Iowa 
law will provide. Actually, it will not 
be until 1957 or 1958 that the auditing 
of 1955 returns will come into full 
bloom. Meanwhile, however, the re- 
spect for the law which has been en- 
gendered cannot help but bring in more 
revenue. There is now a firm basis for 
the hope that, with costs of state govern- 
ment, public school education, state col- 
leges and universities, and institutional 
care continually rising, the day of the 
Iowa income tax chiseler has become a 
thing of the past. 


New decisions this month 





University not subject to tax on receipts 
from golf fees, etc. The university-, in 
order to retire bonds issued to defray 
the cost of building a golf course for its 
students, opened the course to the 
public. Under the New Mexico gross 
receipts privilege tax, the university paid 
under protest a tax on its receipts from 
the public in the form of green fees and 
sales of food and merchandise. Claiming 
that its receipts were exempt from the 
tax under a statute exempting sales and 
services of an organization “not or- 
ganized or operated for gain or profit,” 
the University brought suit for the re- 
fund of the taxes paid. In sustaining the 
claim of the University, the Court re- 
marked “the fact that some incidental 
activity of the institution may produce 
revenue in excess of its cost, and which 
is applied to operational expense, does 
not alter appellant’s tax status.” Regents 
of the University of New Mexico v. 
Bureau, 304 P 2d 876, 11/26/56 (N.M.) 


Income from refrigerator car rentals 
not taxable in Kentucky, taxable in 
irkansas. American Refrigerator Transit 


Co., with no place of business in Ken- 
tucky, received rental payments on a 
mileage basis from the lease of its re- 
frigerator cars. The leases were executed 
outside Kentucky; American had no 
control over the movement of the cars. 
Under the Kentucky direct net income 
tax law, the state assessed a tax on the 
apportioned net income of American 
which, under the law, it claimed to have 
been “derived from business done, prop- 
erty located or sources in” Kentucky. 
The Court invalidated the assessment, 
holding that no statutory basis therefor 
existed since the source of American’s in- 
come was not in Kentucky but rather in 
contracts or leases negotiated outside 
Kentucky. Kentucky Tax Commission v. 
American Refrigerator Transit Co., 294 
S.W. 2d. 554, 10/12/56 (Ky.) 

Like American in Kentucky, Pacific 
Fruit Express Co. had no place of busi- 
ness in Arkansas and leased its cars on 
a mileage basis. The court upholds the 
imposition of the tax upon net income 
from property operated in Arkansas. 
Comm. v. Pacific Fruit Express Co., 296 
S.D. 2d. 676, 12-3-56 (Ark.) 
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COMBINED 
WITHHOLDING 
TABLES 


now being prepared for use 
with the law just passed 


PAYROLL bookkeeping can be cut in 
half with combined withholding tables. 
One employer saved 500,000 postings 
in one year! For detailed description of 
how they work, see article on page 60, 
January 1955 Journal of Taxation. 


THE NEW social security law which 
goes into effect January 1, 1957, makes 
all previous withholding tables obsolete. 
The tables now in preparation cover 
combined income tax and OASI with- 
holding for daily, weekly, bi-weekly, 
semi-monthly and monthly pay periods. 
Deductions are listed for any number of 


exemptions and cover all pay ranges. 


THESE NEW TABLES are being de- 
veloped under the supervision of Peter 
G. Dirr, editor of the Payroll Tax De- 
partment of the Journal of Taxation. 
They will be ready for mailing in 
November, in plenty of time for use 


beginning January 1. 


Tables are printed on heavy rag- 
content ledger paper, bound in heavy 
boards and spiral-bound (it opens flat) . 
Price: $2.95 per set; 10 to 25 sets, 
10% discount; 25 to 100 sets, 15% 
discount; over 100 sets 20% dis- 
count, 


USE THIS COUPON TO 
RESERVE YOUR NEW TABLES 





To: The Journal of Taxation, Inc., 
147 E. 50 St., New York 22 

Please send us . sets of the new 
combined withholding tables. We en- 
close $ (add 3% sales tax 


in NYC). 


City : Zone State 
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Ten-year certain clause in insurance 


policy does not kill marital deduction 


iP THE RECENT Reilly case, the Tax 
-Court made a highly significant de- 
cision concerning the ten-year-certain 
clause in life-insurance policies. That it 
reached this result can be attributed to 
the ingenuity and persistence of G. Nor- 
man Widmark, counsel for the taxpayer. 
His careful analysis of the way the in- 
surance company actually handles the 
proceeds of a very common type of pol- 
icy persuaded the court that part of the 
proceeds are eligible for the marital de- 
duction. [See case note below.] 

If you are handling or planning an 
estate containing policies providing for 
a life income for the widow with a mini- 
mum guaranteed, take especial note of 
this case. It tells you that the annuity 
portion is eligible for the marital deduc- 


tion and suggests how to determine it. 
The facts in Reilly 


Upon the insured’s death in 1950, in- 
surance proceeds became payable to the 
widow in equal monthly installments for 
ten years certain and thereafter for life; 
if she died within the ten years the com- 
muted value of the remaining ten-year 
payments was payable to her children. 

The Tax Court held! that the widow 
had a terminable interest because others 
might possess or enjoy the property after 
her interest terminated and it therefore 
denied the marital deduction as to all 
the proceeds. On appeal to the Third 
Circuit, the executor showed that the in- 
surance company had to, and did, divide 
the proceeds into two separate and in- 
dependent funds: the first to provide the 
payments for ten years certain, and the 
second to provide an annuity for the 
widow’s life beyond the initial ten-year 
period. The executor conceded that the 
first fund was a term:nable interest and 
not qualified for the marital deduction. 
But he argued that the second fund was 
a separate “property” which qualified 
12¢ TC No. 46. 


for the deduction because at the widow’s 
death no person would have any interest 
in the fund. 

The Third Circuit, agreeing with the 
executor, held that at the insured’s death 
the proceeds were divided into two 
separate “properties”; it said: 

“Thereafter the amount of the ten- 
year certain payments could not be af- 
fected by the annuity for life; and the 
life annuity did not flow from nor could 
it be affected by the payments certain. 
The rights under one were not tied in 
any way to the rights under the other. 
\ person other than the spouse could 
succeed to one; no one but the spouse 
could be paid any part of the other. The 
mere fact that the two interests derived 
from the same contract is insufficient to 
fuse these independent properties.” 

The marital deduction was allowed 
as to the fund which provided the life 


annuity. 


ABA publishes handbook 
on common trust funds 


WITH THE INCREASING use of trust funds 
for employee benefit plans and for es- 
tate-planning programs, common trust 
funds are being used more widely be- 
cause of economies they permit. Smaller 
trusts can substantially cut the costs of 
maintaining their funds if the common 
trust fund is used. 

The new 196 page study by the Amer- 
ican Bankers Association, Trust Divi- 
sion, is a revision of 1939 and 1948 edi- 
tions. It is available from ABA, 12 East 
36 Street, New York 16, $5 per copy. 





New decisions 


No $3,000 exclusion on gift to corpora- 
tion [Certiorari denied]. Taxpayers, two 


brothers and their wives, contributed 
farm lands worth $640,000 to a corpora- 


tion of which they owned 40% and their 


0 
11 children 60%. These are gifts of fu- 
ture interests because enjoyment is de- 
pendent on the declaration of dividends. 
Since taxpayers owned 40% of the 
corporation stock, the taxable gift is 
60% of the value of the lands trans- 


ferred. Heringer, cert. den., 12/3/56. 


VA insurance includible in estate in full 
despite community rules. The Supreme 
Court held in Wissner v. Wissner (338 
U.S. 655), that the proceeds of Veterans 
Administration life insurance policies 
are not subject to the community prop- 
erty laws of any state. Accordingly, the 
IRS rules that the proceeds of such in- 
surance are includible in full in the 
deceased veteran’s gross estate. Rev. Rul. 
56-603. 


Jointly owned securities not fully in- 
cludible; wife had really paid for half. 
Decedent transferred securities to the 
joint names of himself and his wife pur- 
suant to an agreement that she was to 
have half of the business profits. It was 
held that only half of the value of the 
securities should be included in his 
gross estate because a tenancy in com- 
mon was created under applicable Maine 
law. The IRS had contended that the 
decedent had owned and _ exercised 
dominion over all of the securities, and 
this contention was supported by the 
wife’s testimony that she “would not 
dare” to touch the securities or the in- 
come therefrom. The court thought that 
she had voluntarily relinquished do- 
minion over her half. Trafton, 27 TC 
No. 68. 


Marital deduction for wife’s life in- 
come in insurance; ten-year-certain pro- 
visions separable. Decedent had selected 
settlement options on insurance policies 
on his life. The options provided for 
payment for ten years certain to his 
wife or to his children if she did not 
survive the ten-year period. Thereafter, 
payments were for the wife’s life. The 
proceeds of the policies totaled $58,000. 
Che insurance company provided a re- 
serve of $28,000 to meet the ten-year 
certain payments and $30,000 to meet 
the life payments. The Tax Court had 
held that the proceeds were one prop- 
erty and that no part qualified for the 
marital deduction because of the pos- 
sibility that under the ten-year-certain 
provision someone other than the wife 
would receive payments. This court re- 
verses. The proceeds may be viewed as 
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two separate properties. The value of 
the payments for life, $30,000, meets 
the requirements for the marital deduc- 
tion. Reilly Estate, CA-3, 1/8/57. 


Life estate with power of disposal not 
a fee; no marital deduction. All of de- 
cedent’s real estate was devised to her 
husband for life, remainder to their 
children. The husband was given broad 
powers to sell or otherwise dispose of the 
real estate if he should deem it to his 
best interests. Examining applicable 
Ohio law, the court finds that the power 
of disposal does not enlarge the hus- 
band’s life estate to complete ownership. 
\ccordingly, the husband’s interest does 
not qualify for the marital deduction. 
Evilsizor Estate, 27 TC No. 81. 


Transfer of stock to sons on promise 
to stay in business not a sale; value 
determined. In 1948, decedent agreed 
to transfer stock of a family corporation 
to his sons at his death if they would 
stay on as employees of the corporation. 
Upon his death in 1950, the stock was 
transferred. The executors treated the 
stock as part of his gross estate. The 
Commissioner excluded the stock from 
the estate but assessed income tax to the 
sons; he contended that this was a sale 
for a full consideration, i.e., the sons’ 
agreement to stay with the business, and 
that accordingly, the value of the shares 
was compensation, subject to ordinary 
income tax. The Tax Court did not 
sustain the Commissioner’s determina- 
tion; it agreed with the executor that 
this was a testamentary disposition. The 
value of each share for estate tax pur- 
poses was fixed at $146 instead of $101 
book value as reported. The Commis- 
sioner’s $146 valuation considered earn- 
ing power, future prospects and other 
pertinent factors. Tebb Estate, 27 TC 
No. 76. 


Legal fees for refund claim must be 
included in it. In ruling favorably on 
the estate’s original refund claim, the 
court permitted the executors an addi- 
tional 30 days in which to apply for a 
supplementary judgment based on de- 
duction of the attorneys’ fees incurred 
by the estate in prosecuting the original 
claim. The Regulations, however, re- 





Notes on new estate and gift de- 
cisions in this department are by 
Theodore Berger, LL.B., CPA, who 


practices in Chicago. 





quire that further refund based on the 
deduction of attorneys’ fees be included 
in the original claim. The court now 
takes cognizance of this Regulation and 
reverses its earlier action. It now denies 
the executors’ application for additional 
relief. Frank Estate DC Pa. 


Eailure to exercise option for life an- 
nuity is not transfer taking effect at 
death. Decedent’s employer purchased 
a ten-year annuity for him, payments to 
continue to his wife if he died during 
the ten-year period. Decedent had the 
option, which he did not exercise, to 
convert it to an annuity for his life only 
at any time before payments commenced. 
His failure to exercise the option was 
not a transfer intended to take effect at 
death. The value of the payments to 
his wife is therefore not includible in 
his gross estate. [Section 2039 of the 
1954 Code specifically covers survivor 
annuities; it provides generally for ex- 
clusion from the gross estate of annui- 
ties purchased by an employer pursuant 
to a qualified plan. Ed.] Libbey Estate, 
DC Calif., 12/21/56. 


Bequest to widow not reduced by ad- 
ministration expenses or estate taxes. 
Decedent bequeathed half his estate to 
his wife and half in trust for the bene- 
fit of his wife for life, remainder to his 
Oklahoma 


that legacies to widows and kin are not 


children. statutes provide 
to bear any share of the administration 
expenses and death taxes if there are 
legacies to unrelated persons. The court 
views the trust as a separate entity and 
an unrelated person, and accordingly 
allocates all expenses to it. Thus, the 
bequest to the widow, which qualified 
deduction, was not 
diminished. King Estate, DC, Okla., 


11/27/56. 


for the marital 


Oklahoma widow's allowance qualifies 
for marital deduction. The 
Court had ordered payment of $1,250 a 


Probate 


month to decedent’s widow as a family 
allowance. This court, construing Okla- 
homa law, allows a marital deduction for 
this allowance because the Oklahoma 
statute vests the right to the allowance 
indefeasibly in the widow. If she were 
to die, the allowance would be payable 
to her estate. King Estate, DC Okla., 
11/27/56. 


Gift incomplete; power retained to in- 
vade for comfort. Taxpayer created a 
trust of her securities for the purpose 
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of providing satisfactory management of 
the trust property. The income was to 
be payable to her for life, and the 
trustee had power to invade principle 
to provide for her comfort and well- 
being. Because of the virtually un- 
restricted power to invade the corpus 
for her benefit, the court holds that 
the taxpayer had not made a completed 
gift. A spendthrift provision in the trust 
does not lessen her control because such 
a provision is not effective to protect a 
settlor’s interest from the claims of 
creditors under governing Michigan law. 
Vander Weele 27 TC No. 35. 


Full amount of administration expenses 
and family allowance deductible (old 
law). In an opinion which gives only 
a brief summary of the facts, the full 
amount of miscellaneous administration 
expenses and support allowance is held 
deductible. The Commissioner had 
allowed only a portion. Decedent was a 
resident of Washington, a community- 


property state. [If decedent had died 





after September 23, 1950, support allow- 
ance paid to his widow would not be 
deductible unless it qualified for the 
marital deduction. Ed.| Bosworth Estate, 
DC Wash., 12/5/56. 


No gift tax on trusts established with 
another’s funds. In the same case which 
determined that certain trusts for his 
children could be reached to pay Joe 
Louis’ income tax liabilities, the gift 
tax of his wife was at issue. Pursuant to 
agreement, she used certain funds re- 
ceived from him to establish the trusts. 
While she was the nominal settlor of 
the trust, the court held that she was 
not the actual transferor of the prop- 
erty. Therefore, she was not liable for 
gift tax on the transfers of funds into 
the trusts for the children. Spaulding. 
27 TC No. 53. 











tax problems? 


For the quick answer to all 
Federal tax questions, keep 
Alexander’s Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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How to handle income in respect 


of a decedent under Section 691 


by ALLEN TOMLINSON 


One of the more complicated problems in handling decedents’ affairs (and in estate 


planning too) is the treatment of the decedent’s rights to income. What uncollected 


income is includible in his income tax return, in his estate’s return, or in still other 


person’s returns? Do the same rules apply to deductions? How does the marital 


deduction affect the computations? The 


these questions. 


— 1934, accrued income and ex- 
pense items of a cash-basis taxpayer 
were not taken up in either the last in- 
come tax return of the decedent or the 
income tax return for the estate. Rules 
for accounting on the cash basis _pre- 
vented taxation of the decedent, and the 
Commissioner was unsuccessful in litiga- 
tion to tax such income to the estate. 
Income tax was escaped entirely (unless 
the doctrine of constructive receipt ap- 
plied). Thus the accrual-basis decedent 
was at a disadvantage income taxwise 
with a cash-basis decedent. 

Beginning with the 1934 Revenue Act 
and closing with the 1942 Revenue Act, 
tax legislation was in effect providing 
that the decedent’s last income tax re- 
turn would include accrued items of in- 
come and expense even though the dece- 
dent was on a cash basis. For the first 
time these untaxed income balances at 
death were taxed as income, and the tax 
fell on the decedent. The most interest- 
ing case which arose during this period 
was Enright’s Estate.) 

The Supreme Court here developed 
the theory that all unreported income 
which was capable of valuation as an 
asset in the decedent’s estate tax return 
should be reported in the decedent's 
final income tax return. In practice the 
application of this rule gave a broader 
meaning to the term “accrual” than ac- 
cepted accounting practice and the gen- 


eral understanding of the tax term. 


author answers all of these questions. 


Thus even an accrual-basis decedent 
might have items of income or income 
rights reportable in his final return sole- 
ly because they were an asset in his es- 
tate, even though they did not meet the 
standards of accrued income of an ordi- 
nary accrual-basis taxpayer. We will find 
an extension of this same complex con- 
cept carried over to our present law. 

The inclusion of unreported income 
and deduction items in the last return 
led to the taxation of this income at un- 
fairly high surtax rates. This inequitable 
situation led to the enactment in 1942 
of Section 126 which remained un- 
changed until the enactment of Section 
691 of the 1954 Internal Revenue Code. 
The general plan of Section 126 was to 
shift the incidence of tax from the dece- 
dent to the person who receives the in- 
come or who pays the deduction after 
the death of the decedent. Further, a 
deduction for part of the estate tax was 
provided. 

Section 691 continues the general plan 
and provisions of Section 126; the 
changes in Section 691 are primarily an 
expansion of items covered. 


Meaning “in respect of a decedent” 
Neither Section 691 nor old Section 
126 define the term “items of gross in- 
come in respect of a decedent.” As stated 
before, the broad purpose of the Con- 
gressional plan is generally understood 
to provide that all amounts of gross in- 


come not includible in the decedent's 
income will, when finally received, be 
reportable in the income of the taxpayer 
receiving them, and similarly that de- 
ductions not allowable to decedent are 
deducted, when paid, by the taxpayer 
making the payment. 

It has been suggested that income in 
respect of a cash-basis decedent might 
be simply defined as an amount which 
would have been reportable as income 
by the decedent had he lived to receive 
it, and which the decedent had neither 
actually or constructively received be- 
fore his death. For an accrual-basis dece- 
dent it would be an amount which had 
not accrued as income under normal 
accounting and on which no further 
affirmative action remains to be taken. 
This definition is a basic one and does 
not attempt to reflect the complex areas 
of “accrual” as broadened by the Su- 
preme Court in the Enright and subse- 
quent cases. 

In this connection the Tax Court has 
held that it is not necessary that the 
decedent have a legally enforceable right 
to the income at death. It said: “Con- 
gress meant that no income earned by 
the decedent should escape income tax 
and meant to tax to the estate amounts 
of such income received by it after the 
death of the decedent where the estate 
acquires the right to such amounts by 
reason of death of the decedent.” For 
example: Decedent’s share of a bonus 
vas determined several months after his 
death, and he possessed no legally en- 
forceable right to it until his share was 
designated. Some tax writers reason 
that development of the scope of Sec- 
tions 126 and 691 in the courts now has 
reached the point where amounts re- 
ceived by the estate or beneficiaries by 
reason of personal services of the dece- 
dent will be treated as income in respect 
of a decedent even though the dece- 
dent’s right was not of enough substance 
at death to be taxed under the estate 
tax law as part of his estate. 


General rules of application 


Income of a decedent not includible 
in any of his returns is included in (1) 
income of his estate if the right-to such 
income is a part of his probate estate 
and such income is received by his es- 
tate; (2) income of the beneficiary if the 
right to such income is received by a 
beneficiary through the estate by a dis- 
tribution and the income is received by 
the beneficiary; (3) income of another if 
the right to such income is received by 


yel 
de- 
are 


yel 


in 
oht 
ich 
me 
ive 
her 
be- 


1ad 
nal 
her 
en. 


oes 


Su 


ece 
ect 

ece- 
nce 


tate 


such person directly from the decedent 
by reason of death. An example of the 
third case is, of course, income from 
jointly held property. 

Deductions of a decedent not allow- 
able in his last return or his return for 
some prior period are allowed when 
paid by the estate if the estate is liable. 
If the obligation is not paid by the es- 
tate, deduction will be allowed to the 
person who pays and who, by reason of 
death of the decedent, or by bequest, 
devise or inheritance, acquires from the 
decedent an interest in property subject 
to the obligation. 

Che character of income or deduction 
in the hands of this proper party is the 
same as if the decedent had lived and 
received the income or paid the expense. 
\ccordingly, if the income to the dece- 
dent would have been ordinary income, 
capital gain, tax-exempt interest or in- 
come attributable to several taxable 
years under old Section 107, such income 
would retain its character when reported 
by recipient. As to the reinvestment op- 
tion after an involuntary conversion, it 
appears that the option is available to 
the recipient.2, However, the reinvest- 
ment option proceeds of sale of a resi- 
dence will not carry over.’ 

If the recipient of such a right to in- 
come transfers it before he realizes it, 
then the fair market value of the right 
is included in income of the transferor. 
The term transfer includes a sale, ex- 
change, or gift and specifically includes 
the satisfaction of an installment obliga- 
tion at other than face value. In the 
case of transfers that accelerate taxabil- 
ity, it should be noted that there is no 
tax basis for the right (a Section 691 
item does not have any estate tax valua- 
tion as basis), and consequently the full 
amount received is taxable. 


Estate tax deduction 


Che income rights entering into the 
gross estate do not receive a stepped-up 
basis. However, because this income 
when received does bear both the estate 
and income tax, provision is made for 
tax relief. This is done in an attempt 
to equalize the tax between a decedent 
who has collected all his Section 691 in- 
come, paid income tax, and has the net 
balance subject to estate tax, and a dece- 
dent who has not collected his Section 


61 S. Ct. 777 (1941). 

Goodman's Estate, 199 F2d 895 (3d Cir. 1952). 
Section 1033 of the 1954 Code. 

Section 1034 of the 1954 Code. 

Estate of Thomas Desmond, TCM 1954-159. 
Ibid. 

Commr v. Linde, 213 F2d 1 (9th Cir.) rev’g 17 


TC 584. 


691 items and has the gross amount sub- 
ject to both income tax and estate tax. 
To correct this, Section 691 and Section 
126 provide for a deduction of a part 
of the estate tax by the estate or person 
who is required to report Section 691 
income in gross income. 

The deduction is determined by first 
ascertaining the net value of the income 
rights and deductions in respect of the 
decedent. The estate tax that is al- 
locable to this net value is the difference 
between the estate tax with this net 
value included and the estate tax pay- 
able if this net value is not included. 
The amount of estate tax thus deter- 
mined becomes an income tax deduction 
of the person receiving the income in 
respect of a decedent. If this income is 
received over a period of years or by 
several taxpayers, the estate tax amount 
determined above is further allocated by 
using the income received by the tax- 
payer concerned as the numerator and 
the total gross Section 691 income items 
in the estate tax return as a denomina- 
tor and applying this fraction to the 
total estate tax amount attributable to 
the net Section 691 items. If the amount 
finally collected is greater than the value 
of the income right in the estate tax 
return, then the numerator cannot ex- 
ceed the estate tax value. If the estate 
tax value is greater than the amount 
finally collected, only the amount col- 
lected is used as the numerator. The 
Regulations give a simple example of 
this entire computation. 

If the surviving spouse has income in 
respect of the decedent paid to her in 
the interval between the decedent's 
death and the close of the taxable year, 
and if she files a joint income tax return 
with the decedent it is possible for the 
return to have a deduction for a portion 
of the decedent’s estate tax. For exam- 
ple, the full amount of interest on a 
jointly owned E bond cashed after the 
husband's death but during the joint re- 
turn year is income to her and would be 
includible in full in the joint return and 
an allocated portion of estate tax may 
be allowable as a deduction. 

Now let us consider the effect of the 
marital deduction in the estate tax re- 
turn on the determination of the por- 
tion of the estate tax attributable to the 
net income. This is a difficult, complex 
and uncertain matter. There are no 
Regulations or Rulings setting forth how 
this computation is to be made. The 
Tax Court has stated that the inclusion 
of the income rights in computing the 
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amount of the marital deduction is tan- 
[Mr. Tomlinson is a certified public ac- 
countant, associated with Pentland, Pur- 
vis, Keller & Company in Miami, Flor- 
ida. A paper upon which this article is 
based was delivered before the Univer- 
sity of Miami Tax Conference last year.| 


tamount to canceling out the inclusion 
of the income rights in the gross estate, 
and that under these circumstances no 
estate tax can be attributable to the in- 
come rights.4 This position warns us to 
avoid using Section 691 items in making 
payments to the surviving wife which 
qualify for the marital deduction. If Sec- 
tion 691 items are so used, however, the 
problem is to determine what estate tax, 
if any, was attributable to the items un- 
der the particular type of marital deduc- 
tion involved. Technical problems will 
arise where the qualifying marital prop- 
erty includes Section 691 items and ex- 
ceeds the maximum marital deduction. 

If specific bequests are made to the 
surviving spouse and are free of estate 
tax by testamentary direction, and if the 
total marital deduction is less than one- 
half of the adjusted gross estate, it ap- 
pears that no estate tax will be allocable 
to Section 691 items which are part of 
the marital deduction. This also seems 
to be true if the marital trust, free of 
estate tax, is of one-half the adjusted 
gross estate and the executor selects Sec- 
tion 691 items for the trust. 

If similarly specific bequests are made 
free of tax but the total marital deduc- 
tion exceeds one-half of the gross estate 
and is still limited after the exclusion 
of the net Section 691 items, it seems 
that one-half of the Section 691 items 
bear estate tax. 

If the marital deduction consists of 
the residue, an algebraic computation is 
usually necessary if the net marital de- 
duction is less than the maximum al- 
lowed. This was the situation under the 
Desmond case® and the court’s decision 
indicated that under these circumstances 
the full Section 691 items bore estate 
tax. It seems to me that none of the 
Section 691 items really bore tax because 
the amount of the taxable estate would 
remain the same if the net Section 691 
items were excluded. This is the logical 
test. Could the court have made its find- 
ing because it cannot be determined 
which items in the gross estate were used 
for expenses, specific bequests, etc., and 
consequently it cannot be proved what 
part of the Section 691 items were left 
in the residue? 
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Similarly, if the wife’s share is the 
residue, but the net marital deduction 
is limited to the maximum (one-half of 
the gross estate), we find that logically 
one-half of the Section 691 items bear 
tax as there would be a reduction of the 
net subject to tax equal to one-half any 
Section 691 items removed from the es- 
tate. 

However, does the Desmond case hold 
that all the Section 691 items, because 
of lack of 
bear full estate tax in this instance as 


identification of payment, 
well? We do not know, particularly be- 
cause the court gave no discussion of its 
final determination in the Rule 50 com- 
putation and we can only compare the 
result of its decision with the stipulated 
facts in the case. 

If the decedent-husband has not freed 
his wife’s specific property bequests from 
estate tax and she gets less than the 
maximum marital deduction, her prop- 
erty causes no tax and should bear none. 
Section 691 


cluded therein bear any tax. Where she 


Nor should any items in- 
gets more than the maximum and still 
is over the maximum after exclusion of 
the Section 691 items, it seems that 
again one-half of the Section 691 items 
can be said to bear tax. 

Consequently where residues are not 
involved we may not have to concern 
ourselves about the Desmond case, and 
we can fairly well reason out a logical 
solution to the problem. However, do 
not feel that the Desmond case can be 
relied upon as authoritative even though 


it was favorable to the taxpayer. 


Specific examples of income 


Income rights uncollected at death 
include rights to amounts which are in- 
come per se and rights to prospective 
profits arising from a sale or exchange 
not consummated at the decedent's 
death. Most decedents are cash-basis tax- 
payers, and these rights to income in- 
volve such items as accrued interest, ac- 
crued dividends, accrued compensation, 
accrued executor’s fees and accrued 
legal fees. The decedent must be the 
owner of the right to income at his 
death; thus dividends declared but un- 
paid at his death do not qualify if he 
dies before the record date. Neither are 
these dividends includible in the dece- 
dent’s gross estate. They are income to 
the estate, however, and reportable in 
the fiduciary income tax return as in- 
come earned during administration 
without any benefit of any estate tax de- 


duction. 


April 1957 
Typical types of deductions are: ac- 
business expenses, ac- 
crued interest, accrued real-estate taxes, 


crued trade or 
accrued expenses for production of in- 
come, depletion, and the foreign-tax 
credit. The depletion deduction is al- 
lowed only to the recipient of the in- 
come to which the deduction relates. 
Generally, most ordinary estates will 
contain some accrued interest income 
or dividends and some accrued interest 
or tax expense. Income-and-expenses-of- 
a-decedent computations will therefore 
appear frequently in everyday practice. 

It should be noted that unpaid medi- 
cal expenses of the decedent do not 
qualify as expenses of a decedent under 
Section 691 and are not deductible when 
paid by the estate or beneficiaries. These 
expenses are deductible on the estate tax 
return. The rule under the 1954 Code 
is that medical expenses paid by the 
estate during the one year beginning 
with the day of death will be treated as 
paid by the decedent when incurred 
and deducted under the usual limita- 
tions on his last return if a statement 
is filed that they will not be claimed for 
estate tax purposes. 

Most of the litigation over Section 126 
arose over compensation, unconsum- 
mated sales and partnership interest. 
(Partnership problems have been re- 
solved to a large extent by the 1954 
Code.) Other 


rights arising out of sales transactions. 


cases involved income 
\s an example, let us take the provoca- 
tive Linde Case.® Prior to this case the 
rule seems to have developed that where 
property is involved which does not give 
rise to income until sale, there must be 
a sale, not merely a contract to sell, or 
no income right arises under Section 
126. This pattern was based upon the 
distinction in the income tax law be- 
tween rights to property which are capi- 
tal and rights to income as a distinct and 
special class of property and the lan- 
guage of Section 126 which concerns 
“gross income in respect of a decedent.” 
In the Linde case, the decedent died 
possessed of an interest in a cooperative 
wine pool; actual sales out of the pool 
were made after his death and proceeds 
were received» by a beneficiary of his es- 
tate. The Tax Court said that these 
sales proceeds were not income of a de- 
cedent because the sales did not occur 
during the decedent’s lifetime. They 
had not accrued to decedent, they were 
a mere contract right, and should receive 
an estate tax basis. The Ninth Circuit 
reversed, holding that the sales proceeds 





were properly Section 126 income for 
two reasons: the sales would have been 
income to the decedent if he had lived 
to receive them; and the beneficiary’s 
right to the proceeds was acquired only 
through the decedent. The Ninth Cir- 
cuit’s decision that a taxable event in a 
decedent’s lifetime is not required for 
the realization of “income in respect of 
a decedent” is a radical interpretation 
of Section 126. Another point was de- 
cided in the Linde case. Some had ar- 
gued that Congress intended gross in- 
come in respect of a decedent to apply 
to income from personal services only 
and that all other income rights were 
excluded and entitled to an estate tax 
basis. This position was rejected by the 
court; it held that the language of Sec- 
tion 126 cannot be confined to any par- 
ticular type or kind of income. 

In general, decisions concerning fees, 
compensation and incompleted sales 
hold that income in respect of a dece- 
dent includes: 

1. income rights which are capable of 
valuation in the gross estate even though 
not accruable to decedent under ordi- 
nary concepts; 

2. income rights to which decedent 
had no legally enforceable right at 
death; 

3. income rights which are not of suf- 
ficient substance to be valued in the 
eross estate; and 

4. income rights regardless of status 
at death which would have been income 
to decedent if he had lived to receive 
them. 

These decisions demonstrate the need 
to scrutinize all incomplete transactions 
at decedent’s death to determine wheth- 
er there is an income right involved. 
We must always keep in mind that there 
is no stepped-up basis; amounts received 
are reported in full with an allocated 
estate tax deduction, and where a mari- 
tal deduction is involved there may be 
little or no such deduction available. 
Section 1014, concerning basis of prop- 
erty transmitted at death is specifically 
not made applicable to property which 
constitutes a right to receive an item of 
income in respect of a decedent under 
Section 691. 

In Rev. Rul. 55-643, it was held that 
income realized by an estate resulting 
from a claim which was in process of 
litigation at date of death constitutes 
income in respect of a decedent. Dece- 
dent had begun suit for damages for 
patent infringement. The Service held 
that any award received by the estate 
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would be for income lost by the dece- 
dent during his lifetime from the exploi- 
tation of his patent rights. It cannot be 
said that he did not have a “right to 
receive” an award of compensation for 
his lost income merely because his claim 
was still in dispute at the time of his 
death. Any judgment entered in favor 
of his estate will be in recognition of his 
claim that he had a “right-to-receive” 
such an award. If the decedent had lived 
and received the judgment it would have 
been taxable to him. Accordingly Sec- 
tion 691 is applicable to this income. 
Linde case cited. 


Section 691 
The 1954 


substance the prior law with respect to 


Revenue Act continued in 


income and expenses of a decedent. The 


new law adds additional qualifying 
items and extends the theory to succes- 
sive decedents. 

With respect to succcessive decedents 
under the old Code, if the transferee died 
before all the income was received, the 
remaining income was includible in his 
last return instead of being included in 
income of the second decedent’s estate 
or beneficiary. Under the 1954 Code, if 
left 


to the wife and she dies before collecting 


rights to renewal commissions are 
all of them and they pass on to the son 
who dies unexpectedly and then pass on 
to the son’s wife, the income would be 
taxable as received by each successive 
person. Furthermore, the deduction for 
the estate tax discussed previously may 
include a deduction for the estate tax 
on the estate of more than one decedent. 

The 


the complex area under the 1939 Code 


1954 Code somewhat simplifies 


concerning income in respect to a dece- 
dent upon the death of a partner. Now 
the general rule is that a partnership 
does not terminate upon the death of a 
partner, unless the agreement so pro- 
vides and his interest is liquidated. Ac- 
cordingly, upon the death of a partner, 
the partnership year will ordinarily run 
to its normal conclusion and payments 
to the estate or beneficiary of his dis- 
tributive share of income will be treated 
as income in respect of a decedent. 
While this change prevents the former 
bunching of income in the final return 
of more than one partnership closing, 
the new concept forces partnership in- 
come in the year of death to non-joint- 
return recipients. In other instances the 
decedent’s deductions from adjusted 
gross income may be wasted. 

Payments by a partnership in liquida- 


tion of a deceased partner’s interest are 
usually composed .of payments for his 
capital interest and payments of his 
share of income. Payments for the dece- 
dent’s capital interest are not deemed 
income in respect of a decedent. The 
following payments are considered as 
Section 691 

1. any 


items: 
payments not considered a 
capital interest payment; 

2. payments made for distributive 
share of partnership income for taxable 
year not ending within or with the dece- 
dent’s last taxable year; 

3. payments made with regard to part- 
nership income, or if not so made then 
as a guaranteed amount; 

4. payments made for unrealized re- 
ceivables and goodwill (except where a 
reasonable goodwill is provided in the 
agreement); 

5. payments made for substantially 
appreciated inventory in excess of de- 
ceased partner’s proportionate share; 

6. payments to a deceased partner 
who retired prior to his death and who 
was receiving payments as a retired part- 
ner which payments are subsequently 
made to his estate or beneficiary; and 

7. payments by any third person to 
partner's estate in exchange for rights 
to future income payments. 

A deduction from gross income is al- 
lowed for estate tax paid attributable to 
the value to receive such payments. 

A major change by the 1954 Act in- 
volves installment-sale obligations. These 
items are now income in respect of a 
decedent, and payments of installment 
obligations or the proceeds derived from 
their sale or satisfaction at other than 
face value will be taxed to the recipient 
in the same manner as if the decedent 
had continued to live and receive the in- 
stallment gain or proceeds. No longer 
will a bond be required to defer tax on 
the decedent’s last return. An estate tax 
deduction is allowed. If the installment 
obligation is transferred by the reci- 
pient, or satisfied at other than face 
value, the entire obligation is an income 
right which is includible in gross in- 
come. But a deduction is allowed for the 
basis of the obligation in the hands of 
the decedent. 


The surviving annuitant 
The | last 
amounts received by a surviving annui- 


major change concerns 
tant under a joint and survivor annuity 
policy. Amounts received by such a sur- 
viving annuitant which are includible 
in gross income under the annuity rules 
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are to be treated as income in respect of 
a decedent. A special difficult computa- 
tion of the estate tax allocation is made 
and has the effect of spreading the es- 
tate tax attributable to the net value for 
estate tax purposes over the life of the 
surviving annuitant in such a way that 
it will be fully allowed as a deduction 
only if the survivor attains his life ex- 
pectancy. 

that 
might be mentioned regarding restricted 


One other change was made 


stock options. Where such an option is 
exercised by an estate or beneficiary it 
is presumed to be the same as if the de- 
had exercised it. Since 


ceased any 


amount includible in gross income is 
deemed to be income in respect of a 
for estate tax is 


decedent, deduction 


allowed. 


Corpus under state law 

In conclusion, let us review another 
change in this tax area brought about 
by the 1954 law. We are acquainted with 
the general rule that an estate may de- 
duct income required to be distributed 
or actually paid or credited during the 
What 
receives income 


taxable year to a_ beneficiary. 


about an estate which 
in respect of a decedent, includes it in 
income as required, and then distrib- 
utes this income to a beneficiary? Such 
items under prior law could not be de- 
ducted if distributed by the estate as 
they were treated as corpus after being 
The 
former Section 


included in income. Tax Court 
held that 


permit deduction of sums which under 


162 does not 


state property law are corpus of the es- 
tate. One did agree 
and held that it is immaterial whether 


circuit court not 
the sums involved are income or corpus 
under state law. If the receipts are in- 
126 must be 
included in the ‘return they are also in- 


come under Section and 


come under Section 162 and may be de- 
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ducted. However, the 1954 Code resolves 
this controversy by providing that any 
amounts includible in distributable net 
income of the estate may be deducted 
when deemed distributed. Consequently, 
Section 691 provides that an allocation 
of the estate tax deduction may be made 
between the fiduciary and the benefici- 
ary. This allocation occurs for example 
when an amount is distributed by the 
estate which is less than the distributable 
net income and this amount is divided 
up between the different classes of in- 
come (conduit rule), one class of which 
is Section 691 items. In this instance 
part of the Section 691 items are re- 
tained in the estate income tax return 
and a part of the estate tax deduction is 
allowed while the remainder of these 
items is deemed distributed to the bene- 
ficiary who reports them as income and 
takes the remaining part of the estate 
tax deduction. 


We cannot close this subject without 
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mentioning briefly the practical prob- 
lems that arise in applying the Section. 
Until the final estate tax is determined 
by examination, the proper income tax 
deduction for estate tax on Section 691 
items cannot be computed. Consequent- 
ly, in many cases, tentative figures must 
be used in the original return and claims 
for refunds and amended income tax 
returns must be filed. Detailed schedules 
should be filed with the income tax re- 
turns showing the computation of the 
allocated estate tax and the portion of 
the tax properly deductible in the return 
being filed. In the event, the estate tax 
involved is too uncertain to estimate, 
a statement should be made on the re- 
turn to the effect that a deduction un- 
der Section 691 will be claimed when 
Under 
watch on the 


reasonably ascertainable. these 


circumstances, a_ close 
statute of limitations should be main- 
tained so that a timely claim may be 


filed. 





Trust can’t add to basis of assets the 


estate tax it paid because of donor’s 
transfer. The taxpayer-trust was created 
in 1921 by transfer of securities to it. 
Ihe grantor died in 1944 and the trust 
paid additional estate tax assessed on 
the ground that the transfer was in con- 
templation of death. It paid the tax be- 
cause under the will and applicable state 
law the tax was apportioned among the 
heirs. In 1948 the trust sold some of the 
1921. 
The Tax Court held that the basis may 


stock received upon creation in 


not be increased by the estate tax paid. 
If so, the entire estate tax might be paid 
by the beneficiaries of an estate and re- 
couped by depreciation or amortization 
allowances or upon sale. It should be 
left to Congress to provide such a means 
of avoiding tax. The circuit court 
afhrms. Bache Trust, CA-2, 12/27/56. 


Grantor is owner of trust; trustee is to 
use income or corpus for him. Section 
676(a) provides that the grantor of a 
trust shall be treated as the owner if 
the power to revest title in the grantor 
is exercisable by him or a nonadverse 
party. The net income and principal of 
the trust in question here is, in the dis- 
cretion of the trustee, to be paid to the 
grantor for his life, or applied for his 
benefit. The rules that the 
grantor will be treated as owner of the 


Service 


trust, and the income therefrom, includ- 
ing any realized capital gains, will be 
taxable to him even though a reserved 
power to revoke the trust may be exer- 
cised only with the consent of his wife, 
the surviving income beneficiary. The 
wife is an adverse party, but the trustee’s 
power to apply principal to the grantor 
is in effect a power to revest, and the 
trustee is a nonadverse party. Rev. Rul. 
57-8. 


Excess estate deductions available to 
residuary trust but not to trust’s bene- 
ficiaries. Under the 1954 Code, deduc- 
tions (other than personal exemption 
and charitable contributions) in excess 
of the gross income of an estate or 
trust for its year of termination may be 
taken by the beneficiaries succeeding to 
the property of the estate or trust. The 
IRS holds that excess deductions allow- 
able on the termination of an estate 
will not be available to the income 
beneficiaries of a residuary trust which 
distributes all its income unless the 
trust also terminates in the same year. 


Rev. Rul. 57-31. 


Revocable trust becomes taxable entity 
at grantor’s death. A revocable trust be- 
comes a separate entity for tax purposes 
only upon the grantor’s death. There- 
fore, even though the trustee filed fiduci- 


ary returns on a calendar-year basis be- 
fore the grantor’s death, he may there- 
after elect to file the first return for the 
trust on either a calendar year or a 
fiscal year without the Commissioner's 
consent. Rev. Rul. 57-51. 


Co-grantor of trust not taxable on trust 
income not paid to her. Pursuant to an 
agreement with her.husband prior to 
his death, taxpayer transferred about 
$311,000 in property to a testamentary 
trust of $318,000 created under his will. 
The widow was entitled to $25,000 a 
year out of income and/or corpus. ‘Trust 
income in excess of $25,000 was to be 
divided: one-third to her, the other two- 
thirds to their children or principal, as 
she might direct. The trustees also had 
power to invade. For the taxable years 
1951 and 1952, the trust 
ceeded $25,000. The 
that she did not have such control over 


income ex- 
Tax Court holds 


the trust to subject her to tax on the 
entire income under the general defini- 
tion of income in Section 22(a) of the 
1939 Code. The power of invasion was 
limited to emergencies. It is settled that 
the power to distribute income to others 
does not make the income taxable to the 
holder of he power. She had _ neither 
management powers nor a reversionary 
interest. The court accepts the trustee’s 
records separating income from _ prop- 
erty contributed by her (as to wihch she, 
as a grantor, is taxable). The court treats 
this income as paid to her. [The 1954 
Code provides that trust income must 
be taxed in accordance with specific 
rules—not under the general definition 
of income. Ed.] Stavroudis, 27 TC No. 


65. 


Life tenant is entitled to partion of 


windstorm damage. A _ severe storm 
caused damage to the trees, shrubs and 
hedges on property in which taxpayer 
held a life estate. The loss amounted to 
$31,000. Of this amount, $1,309 repre- 
sented the sum expended to remove the 
$30,000 


damage to the property. The Commis- 


debris, and represented the 
sioner of Internal Revenue allowed tax- 
payer a deduction of only $1,300. The 
Tax Court holds taxpayer should have 
also been allowed some portion of the 
$30,000 since the damage was an injury 
to the life estate as well as to the re- 
The 
duction was calculated by allocating the 


mainder interest. additional de- 
$30,000 on the basis of the actuarial 
tables referred to in the estate tax Regu- 
lations. Bliss, 27 TC No. 93. 
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NEW DEVELOPMENTS IN 


Exeise taxes 


OF GENERAL INTEREST 





Existing exemptions to excise taxes 


are seldom used; often overlooked 


~ sa TAX PRACTITIONER often overlooks, 
for one reason or another, a number 
of available excise-tax exemptions which 
can bring savings if they are used and 
planned properly. This point was devel- 
oped, at the AMA’s Special Conference 
on Management and Taxes, by A. New- 
ton Cole, who is Manager of the Tax 
and Insurance Department of Chrysler 
Corporation. 

Initial confusion over excise-tax ex- 
emptions exists, Mr. Cole says, because 
the supplier, who has the obligation of 
collecting the taxes, cannot easily handle 
buyers’ exemptions because different 
states have different taxes and exemp- 
tions that depend on buyers’ situations. 
The responsibility for the efficient use 
of the exemption therefore devolves 
upon the purchaser, which can success- 
fully handle exempt and taxable pur- 
chases through the mechanical applica- 
tion of standard exemption or taxability 
clauses. But it usually runs into trouble 
when it makes mixed—both exempt and 
taxable—purchases. 

The most basic exemption is the in- 
terstate-commerce exemption. Even 
though it is less important than it for- 
merly was—thanks to the use tax—it con- 
tinues to have an effect in certain situa- 
tions, such as where material is stored in 
one state but destined for use in an- 
other. Another interstate-commerce ex- 
emption, which arises under the gross- 
income type of state excise tax, Is ex- 
emplified in the Indiana gross-income 
tax decision in the Surface Combustion 
case. This holds that out-of-state ven- 
dors are not subject to excise tax even 
though they erect or install equipment 
in the taxing state. As a result, the buy- 
er can now not only avoid the economic 
effect of the tax in these situations but 
also the withholding of it from the ven- 
dor 

\nother important type of exemption 
under state excise taxes is that for ma- 


terials used in certain ways in industrial 
processing, for example, material in- 
corporated into the product. This tax 
varies somewhat from state to state. In 
states such as Michigan and Ohio, where 
there is frequently mixed or dual usage 
of such materials, it is almost essential 
to purchase tax-free and settle the liabil- 
ity directly with the state after the end 
use has been determined. There are im- 
portant examples of how this exemption 
can be fully exploited even in the case 
of purchases of fixed-asset construction. 
This calls for teamwork between the 
purchasing department and the account- 
ing, engineering and tax departments, 
the architects, the contractors and the 
state taxing authorities. 

It is important to be conscious of the 
status of services 


tax-free under state 


excise laws. Business-machine rentals, 
for example, are partly rental fees and 
partly service charges. Controversies 
arise over the purchase of intangible 
items, such as motor-vehicle registration 
compilations. 

The purchase of aircraft creates the 
opportunity for the tax and purchasing 
departments to arrange for the recovery 
of state gasoline taxes on fuel used in 
aircraft. It further raises the possibility 
of paying an expensible use tax on the 
aircraft rather than a sales tax that must 
be capitalized. 

Federal excise taxes exist on a num- 
ber of classes of commodities. Since 
these taxes are not widely known or 
understood, much inconsistent tax han- 
dling occurs even between competitors 
in the same industry. Here again ex- 
emptions form a high point. The prin- 
cipal exemption is for taxable items 
purchased for incorporation into other 
taxable items, and more recently, into 
nontaxable items. 

Another important consideraticn is 
the advisability of paying excise tax on 
taxable articles at the lowest possible 
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price level rather than, for example, 
buying taxable repair parts tax-free and 
paying tax on their higher resale price. 

The exemption of purchases for ex- 
port is important in some areas and re- 
quires careful attention to regulations. 

Personal property taxes fall upon pur- 
chased items such as inventory. Atten- 
tion must be paid to the timing of pur- 
chases (i.e., until 
after the date the property tax attaches) 


possible deferment 
and the location of the goods in taxing 
jurisdictions. 

Of course these questions of the tim- 
ing of purchases with respect to prop- 
erty taxes call for some caution and due 
regard to other business considerations 
such as market conditions. But the im- 
portant thing is to recognize the tax 
and get it in the proper perspective. 


Many refund claims filed 
under Frigidaire doctrine 


LARGE REFUNDS are at stake in the litiga- 


tion over excise taxes on warranty 
charges or costs. The Wall Street Journal 
reported that “dozens of warranty cases 
are pending in the Court of Claims, in- 
volving $100 


million. Most of the claims were filed by 


refunds of well over 
companies making such things as autos, 


television sets and home appliances, 
which normally carry fixed warranties. 

“A Government attorney said most 
of these claims would be rejected under 
the reasoning set out in latest Frigidaire 
ruling. Only two claims, he said, have 
been filed by concerns using extra-cost 
warranties similar to those offered by 
Frigidaire.” 

In the Frigidaire case,1 the Court of 
Claims said there was no excise tax on 
a reasonable charge for warranties. The 
same court had previously held? that 
GM's $5 charge for a four-year warranty 
of Frigidaires was not separate from 
sales price and was subject to excise tax 
but that taxpayer was entitled to a re- 
fund of tax on amounts when it expends 
them in fulfilling the The 


same question is presented for 


warranty. 
now 
another tax year. The court now holds 
that the $5 charge is separate from the 
sales price and, if reasonable, not sub- 
ject to tax. One dissent. He would apply 
the doctrine of collateral estoppel. Res 
judicata is inapplicable because different 
tax years are in issue here, but the de- 
cision in the prior case should bar this 
one, all facts and law being the same. 


1 GM, Frigidaire Div., Ct. Cls. 1/16/57. 
2128 Ct. Cls. 465, cert. den., 2/14/53. 
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Two surveys show new patterns emer ging 


in structure of corporate tax department 


— sTUDIES—one American, one Cana- 
dian—on the organization and opera- 
tion of the corporate tax department 
have just been completed. They reveal 
the extent to which the separate corpo- 
rate tax department is emerging as an 
identifiable unit in the company’s man- 
agement structure. 

The 
tion survey covered 68 companies. Of 
31 had full-time staffs in 
tax departments, 28 delegated this re- 


American Management Associa- 


that number, 


sponsibility to a single individual, and 
nine had tax personnel attached to the 
controller’s or treasurer’s department. 
The typical firm with tax department 
The average U.S. corporation which 
has a tax department has the following 


the AMA. 


manufacturing, 


characteristics, according to 
It is 


more than 12,000 employees, has annual 


engaged in has 


sales ranging from $25 million to more 


than $100 million, and operates in 22 
states and four foreign countries. Just 


preparing and filing returns is enough 
to keep many in the office busy. The 
average tax department office files 556 
returns a year. 

Where the 


signed to the 


firm has personnel as- 


treasurer's office, sales 


range from $15 million upward. This 
firm has about 5,000 employees, files 251 
returns and operates in 12 states. 

The firm which has one man handle 
large. Its 
million or 


tax matters is not quite so 


sales may be as low as $5 


as high as $25 million. It employs 1300 
14 states and two 


people, operates in 


foreign countries, and files a mere 78 
> 


returns each year. 
Advice from the outside 


Of the 
studied, 


68 firms 
some form of in- 
than half 
felt that this advice was not enough. 


entire group of 
each having 


side tax department, more 


Thirty-one used their outside account- 
ing or law firms for tax advice 
time to time, 14 advice fre- 
quently, and the remainder rarely or 
outside 


from 
used the 
never 


sought counsel. Half of 


the companies use outside tax “special- 


ists’ in addition to the CPAs. Interest- 


ingly enough, two-thirds of the firms 
that do use this outside advice are the 
large firms with tax departments. The 


bigger the company and the more com- 
plicated its operation (even though there 
the 


is a competent inside staff), more 


the advice is used. 


Tax administration and staff 


According to the survey, “tax ad- 


ministration functions under the 


troller in 12 


con- 


firms, under the treasurer 
in 11, directly under the president in 
three (one of these presidents is also 
a treasurer), and under the vice presi- 
dent and secretary, senior vice president, 
and chairman of the board in one each. 
In the latter the 


secretary reports directly to the chair- 


company, corporate 
board as a result of recent 
organizational changes. He is a CPA 
and has had years of experience, former- 


man of the 


ly as assistant secretary reporting to the 
treasurer. The development in this com- 
pany may demonstrate how taxes come 
to be handled by the executive who has 
tax experience rather than determined 
by organizational considerations.” 

The average staff of a tax department 
consists of nine members. It may have 
as many as 48 members or as few as 
Many 


tralized; 


two. of these staffs are not cen- 
sometimes about half the staff 
works in other departments such as pur- 
chasing, legal or accounting. In 28 of 
the companies the staff is under the 
treasurer’s jurisdiction; in 29 it is under 
it is under 
other executives. Some companies sepa- 
rate the tax function from the control- 


the controller’s and in 11 


ler’s office because they feel that the 
tax function is a check on the control- 
ler’s office. 

Full-time managers of tax departments 


are generally responsible for determin-, 


ing the amount of corporate-tax lia- 
bility. As such, their area of responsi- 
bility generally covers real estate, per- 
sonal property, excise and use taxes. 
Payroll taxes generally are kept separate 
and apart under the aegis of the ac- 
counting department. 

These managers are consulted quite 
often when matters of company action 
and _ policy showed. 
Most of the companies consult their tax 
managers on decisions involving expan- 
sion and the timing of sales and pur- 
chases. 


arise, the survey 


But purchasing practices are the 
least affected by tax considerations. 


The Canadian survey 


The Canadian survey was of much 
wider scope. Encompassing 248 firs in 


all fields, it found a different pattern. 
There the not 
the only ones with the full-fledged tax 
departments. 


large corporations are 
Although most of the cor- 
porations with departments are leaders 
in their fields, one-third 
porations with tax departments are com- 


of those cor- 


paratively small. 

In the tax department of a Canadian 
corporation, gen- 
any- 


two or three men are 
erally of staff level, and they have 
where between one and 30 employees 
to help them. Every staff member has 
had accounting experience either with 
the government or industry. The head 
of the department generally reports to 
Of the 
35 tax departments reported, only eight 


the treasurer or the controller. 
are responsible for all taxes. Customs 
duties are usually handled separately by 
the traffic department. 

Among the subjects which this survey 
studied was methods of communication 
between the tax department and top 
This 
is a field fraught with dangerous possi- 


executives and other departments. 


bilities, for some omissions in communi- 
cation can have serious consequences. 
All departments use office memoranda 
to acquaint the top executives with tax 
problems and solutions. But the aver- 
age Canadian tax department takes on 
added responsibilities in training other 


members of other departments. Many 


companies report that their members 
visit other departments to instruct and 
train new employees and go to outly- 
ing plants to discuss sales tax problems. 
In addition, each department cooperates 
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perates 


closely with the accounting department 
in both the setting-up and the main- 
taining of accounting methods. This pro- 
cedure, it will be noted, is also a vital 
part of the program set up by many tax 
departments in the United States. 


Outside counsel 


Canadian tax departments, like their 
American counterparts, are not averse 
to using outside professional help on 
tax matters. Almost half reported that 
they resort to outside lawyers’ and ac- 
countants’ advice frequently. The sur- 
vey, unfortunately, did not give any 
figures on those firms that use outside 
help from time to time. The trend of 
the figures, however, seems to indicate 
that most tax departments do not rely 
on their own staffs only, that at least 
from time to time they resort to outside 
tax specialists. 

One very important difference does 
Canadian and 
American surveys. But it is an area 
where one feels there is room for survey 


appear between the 


error, that getting completely accurate 
answers is a well-nigh impossible task 
for the survey takers. The Canadian tax 
departments report that they consider 
tax aspects of every major proposal, that 
the company takes no action before it 
reviews the tax results. This figure is 
in marked contrast to the U.S. tally. 
[ax departments in the U.S. said that 
taxes affected company decisions com- 
paratively infrequently. This opposite 
result may be caused by a number of 
factors. The first is that more American 
firms may be more unwilling to admit, 
for obvious reasons, that many of their 
decisions are governed by tax considera- 
tions. The second is that the wording 
of both surveys is different. The Cana- 
dian survey asks whether the tax de- 
partment considers the proposal, but the 
American survey asked whether the tax 
aspects affected the decisions. 

\mong those Canadian firms with no 
tax departments, tax problems are gen- 
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items. Rate per insertion: 40¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50 St., 
New York 22. Replies should also be 
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erally handled by either the accounting 
department, the secretary or treasurer, 
the controller, or others from the out- 
side. About half of these companies, in 
contrast with those with tax depart- 
ments, have no routine procedure for 
the communication of tax information 
to other departments and top execu- 
tiyes. For the most part, this informa- 
tion is transmitted orally or by passing 
around tax services. 

The greatest majority of Canadian 
companies without tax departments do 
not feel that they are losing anything 
by not organizing one. Their main ob- 
jection to such a department is not 
substantive; they feel that there would 
not be enough work to occupy a full- 
time staff. Such companies naturally re- 
fer all their knotty tax problems, which 
cannot be handled routinely by the ex- 
ecutive in charge of taxes, to outside 
counsel. bg 


Finding list for definition 
of 1954-Code terminology 


A VALUABLE NEW working tool for the 
tax man was recently produced by the 
Staff of the Joint Committee on Internal 
Revenue Taxation. It is Terminology 
of the Internal Revenue Code of 1954. 
It consists of a listing of every significant 


Index of cases * 257 


technical term used in the Code and an 
indication of the Section or sections 
where that term is defined. This will be 
invaluable to the practitioner seeking 
the exact meaning, or perhaps contra- 
dictory meanings in several sections, of 
specific terms. 

Other features of the book are: (1) the 
list of all amendments or other legisla- 
tion affecting the 1954 Code, and (2) a 
list of all statutes enacted or amended 
since August 16, 1954 which affect the 
1954 Code. 

It is available from the Superinten- 
dent of Documents at 35¢ per copy (106 
pages, paper bound). vr 
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INDEX OF NEW DECISIONS 

NEW DECISIONS are listed below by the 
single significant word in the citation, gener- 
ally the taxpayer’s last or principal name. The 
number is page where summary will be found. 
Acker 206, 227 Goodman 206 
Alexander 241 Grossman Estate 254 
Allen-Bradley Co. 205 Guaranty Em- 
Allison 204 ployees’ Ass’n 215 
American Haggard 206 

Refrigerator 247 Hall 232 
Artis 232 Hennik 241 
Bache Trust 254 Heringer 248 
Batman 223 Herring Estate 227 
Bertucci 241 Hicks 232, 241 
Bliss 254 Hill 232 
Bowman 215 HJK Theater 
Bosworth Estate 249 Corp. 226 
Broadway-Hale Hodgkinson 232 

Stores 205 Howard 214 
Brody 232 Kelberg 232 
Carlson 223 Kelco Industries 219 
Carroll 226 Kelly 206, 209, 227 
Cleveland 232 King Estate 249 
Coe 204 Kleinfelder 241 
Confidential Loan Kleinschmidt 204 

Corp. 214 e 204 
Conner 241 Lawrence 227 
Dalton 213 Lehman 240 
Daugette 226 Lester & Witcher 
Day 241 Abstract Co. 219 
Embrey 204 Libbey Estate 249 
Evilsizor Estate 249 Lillard 240 
Finley 206, 223 McHugh 203 
Fishing Tackle Macy 205 

Products Co. 206 Madison News- 
Fitzgerald 241 papers Inc. 219 
Fleming 217 Mayer Estate 213 
Foster 206 Mayo 207 
Frank Estate 249 Meller 232 
Franks Mfg. Meyers 232 

Corp. 219 Mid-Century Ltd, 204 
Freeman 213 Miller Estate 214 
Frigidaire 255 Mills, Inc. 215 
Giepen 205, 207, 209 Monday, Jr. 204, 209 
Goethals 207 National Lead Co. 205 
Gooch 241 Neill 227 
Gooding 241 New Mexico 
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University 247 land Agricul- 
Northrup 213 tural Ass’n 297 
O’Connor Estate 204 Spaulding 249 
Olender 232 Spaulding 
Orbit Valve Co. 219 Bakeries 215 
O’Shea 206, 223 Standard Hosiery 219 
Pacific Fruit 247 Stavroudi’s 254 
Palmieri, Jr. 209 Tebb Estate 249 
Perlman 206 Teleservice Co. 

Pope 214 of Wyo. Valley 209 
Reilly Estate 249 Thalhimer 

Reinheimer 241 Bros. 205, 206 
Rhode Island Trafton 248 

Worsted 205 Transport Prod. 
Robinson 209 Corp. 213 
Salomone 207 United Mail Order 
Sanderson 241 House 219 
Schaefer 213, 215 Vander Weele 249 
Scharp 226 Wainer 227 
Schiavone & Sons 219 Warley 240 
Sens 232 Webster Corp. 215 
Shafto 209 Weed 204 
Showell 209 Weil 240 
Silverstein 213 West Pontiac, Inc. 206 
Simon 227 Williamson 214 
South Penn 214 Wrather 204 
Southern Mary- Wyss 209 


REVENUE RULINGS: The first number is 
that of the Ruling, the second is the page num- 
ber where a summary of the ruling will be 
found. 


56-530 219 57-37 219 
56-603 248 57-38 215 
56-675 223 57-40 203 
56-693 218 57-45 213 
57-1 209 57-46 207 
57-2 205 57-47 207 





3 215 57-49 207 


57-7 227 57-50 207 
57-8 254 57-51 254 
57-19 207 57-52 215 
57-20 215 57-53 215 
57-28 205 

57-29 209 Rev. Proc. 

57-30 206 56-42 218 


57-31 254 57-4 227 
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complete one-volume reference text on all Federal taxes including 


income, estate, gift, social security, withholding, excise and miscel- Recognizing the difficulty of 


laneous taxes. | evaluating a work of this na- 
ture without seeing it, we re- 


Even the tax expert with an extensive tax library will find 


this one-volume work a handy desk companion for the quick quest the opportunity to send 


answer to the many problems that arise in daily practice. | it to you on thirty days ap- 


- sll proval. Please fill in the ap- 
A customer for the 1956 Edition wrote last year, ‘““We have 


; wa : : roval order form in the lower 
been advised that the current edition of this book is one of the P 


very best available, and we would like to add a copy to our library.” left-hand corner now. 
Take advantage of our approval offer so that you can make your 
own personal appraisal of the 1957 Edition of this excellent tax 


book. 
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